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American Institute of Accountants 
REPORT OF THE PRESIDENT 


It is the privilege and the duty of the president of the Institute 
at the opening of each annual meeting to address the members 
and to render to them an account of his stewardship during the 
year that hasclosed. I now welcome you back to the capital city 
of the nation and to this annual gathering, and I express the hope 
that our deliberations may bear much fruit for the advancement 
of our nation, our chosen profession, and our society. We have 
many important matters to consider, and we can not hope, nor 
would it be profitable to expect, entire unanimity of opinion— 
but by the exchange of ideas and a sympathetic consideration of 
each other’s points of view, we can confidently, I believe, look for- 
ward to a useful sojourning together. We shall not lack either, 
during this convention, those lighter refreshments of mind and 
body which we have become accustomed to expect, and we shall 
in due course return to our homes rejoiced by the renewal of 
former friendships and encouraged by the new friendships which 
always result from these meetings. 

The reports of the executive and other standing committees, 
of the secretary, and of the treasurer, which will be submitted to 
you, will contain, according to custom, the more exact informa- 
tion of the year’s proceedings to which you are entitled, and I refer 
you to them for details. They will be supplemented by some 
special reports also, to which your attention will be directed. 
My mission in addressing you is on the one hand of a general 
character, as relates to the past, and, on the other hand, to em- 
phasize, if I may, what, in now surrendering the high office which 
you have permitted me to fill, I conceive to be the matters de- 
serving your special thought at the present time. 

The Institute, during the past year, has enjoyed, I believe, 
a continued but quiet progress. There has been a steady func- 
tioning of the activities previously established, for the firm and 


241 











The Journal of Accountancy 








broad foundations of which the credit is due to former ad- 
ministrations. 

It may not be inappropriate for me, however, to refer very 
briefly to some of the more outstanding matters of the year’s 
history: 

The membership has continued to increase in about the usual 
proportion, without any extraordinary effort on the part of the 
administration, and now stands at 2,009, of whom 1,600 are mem- 
bers and 409 are associates. During the year we have lost by 
death fourteen members and associates including one former 
president of the American Association of Public Accountants, our 
loyal friend, Edward L. Suffern, whose loss we mourn, but for 
whose untiring and unselfish labors in the interests of our pro- 
fession, and of humanity at large, we feel we may amply rejoice. 
You will be asked to authorize a vote of condolence to his family 
on their bereavement. 

Our organization does not embrace all the accountants whom 
we should like to welcome to membership, and it behooves the 
present members to take steps, whenever opportunity occurs, to 
invite their professional friends, non-members, who are qualified 
to become affiliated with us. I would in this connection again 
draw your attention to the liberality of our requirements for 
membership, particularly as regards certified public accountants, 
who are not called upon, as is so frequently believed, to submit to 
further practical examinations, provided their record shows that 
they have already passed tests which satisfy our board of ex- 
aminers. This also leads to a word on the subject of reciprocity 
between our own organization and other similar societies, and, 
what is perhaps even more important, between the boards of 
examiners of the various states. We have ourselves largely met 
the question as I have indicated by admitting to membership in 
the Institute all who, being otherwise eligible, have passed tests 
which are equivalent, in the judgment of our board of examiners, 
to those imposed by ourselves. The matter of reciprocity be- 
tween states in the granting of certified public accountants’ 
certificates has never been uniformly satisfactory, and any in- 
fluence which we as an organization, or our members individually, 
can exercise to bring about a more satisfactory condition should be 
directed to this end. 

It is a matter of satisfaction to record that several most 
successful regional meetings have been held during the year, some 
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of which your president has been privileged to attend. The more 
one has the opportunity of taking part in these meetings, at which 
fortunately the time need not be devoted to business, but is 
almost entirely given over to the reading of technical papers and 
discussions and to opportunities for fraternizing, the more does 
one appreciate what an important function they perform. To 
those who have not attended any such meetings in the past, I 
urge that they make arrangements to do so in future, and I ven- 
ture to prophesy that if they only make a beginning they will 
acquire the habit. There have not been many meetings in the 
far west, however, and, while I recognize the difficulty of organ- 
izing them in those regions where the distances are great, I should 
rejoice to see more activity in this direction in these regions. 
In this connection progress can also be reported in the studies 
for division of the country into districts, to the end, ultimately, 
of comprehensively covering the whole United States. There is 
something to be said, however, for the somewhat loose organiza- 
tion under which regional meetings have been developed, and I 
suggest caution against the introduction of any too elaborate 
organization for these meetings. 

Akin to this is the development of chapter activities, but with 
regard to this I can not help expressing the personal conviction 
which I have always held, that we ought to avoid any possibility 
of clashing with state societies. In all our chapter activities, we 
should coéperate to the largest extent with state societies and 
in every way possible avoid duplication of effort. 

This leads to a reference to our relations with the American 
Society of Certified Public Accountants, with whose represent- 
ative a committee of the Institute met during the year, to dis- 
cuss matters of mutual interest. The question even of amalgama- 
tion was discussed, but while this was not considered feasible, 
the principle of codperation was, I am glad to say, cordially ac- 
cepted by both committees, which I hope may bear much fruit. 

The committee on state legislation has continued to do a vast 
amount of quiet and unobtrusive, but none the less valuable, 
service at several points throughout the country. One service, 
instituted this year, which is regarded as most valuable, has been 
to have the offices of the Institute regularly advised of legislative 
activities in C. P. A. matters throughout the country, which has 
enabled the chairman of our state legislative committee and the 
secretary to give timely notice to local members. 
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The bureau of public affairs has continued the very valuable 
activities which were inaugurated during the previous year, and 
the Institute and the profession at large owe a lasting debt to the 
gentlemen who have conducted its affairs during this formative 
period. The work this year has assumed more of the nature of the 
natural development following upon the special bulletins issued 
during the previous year, which gave rise to a vast correspondence. 
One bulletin devoted primarily to the subject of credit frauds was 
issued during the year, the publication being almost coincident 
with the inauguration of the campaign launched by the National 
Association of Credit Men to combat this evil, and it elicited much 
favorable comment, being generally looked upon as one of the 
most valuable contributions for information on the subject. 
The bureau has also developed its plans for the stimulation of 
public service amongst the members, with visibly increasing re- 
sults, and our members and public accountants generally are more 
and more taking their part in public affairs. 

The committee on federal legislation, in conjunction with the 
bureau, is now making preparations to contribute its share to the 
development of the approaching amendments to the federal taxa- 
tion laws, giving attention, as is proper, more particularly for a 
professional body such as our own, to the administrative side of 
the problem. 

These activities, however, can not be conducted without ex- 
pense, and the members are accordingly reminded that this val- 
uable work has been financed very largely in the past by special 
contributions made by a comparatively limited section of our 
membership. One of the important matters which will now engage 
our attention will be the development of adequate financial plans 
for the continuation of this important work, if it is the desire of 
the organization that it should be continued, and while the 
majority of our practising members, judging from the results of 
the questionnaire on this subject issued by the executive com- 
mittee, are enthusiastically in favor of the continuation of 
the work, the indications with regard to its financing are not so 
satisfactory. The problem is a real and difficult one, however, 
and must be faced with resolution. Whatever is decided, the 
obligation of raising the necessary finances must be removed 
from the committee itself, the members of which are entitled 
to be given whole-hearted support and relief from this re- 
sponsibility, so that they may be enabled to devote all the time 


244 








Report of the President 





which they can spare from their other duties to the actual bureau 
activities. 

The work of an organization such as ours is never completed; 
new subjects for study and action continually arise and are 
always in process. We have still under consideration, for instance, 
the matter of codification of annual statements under state cor- 
poration laws and the question of insurance of accountants against 
error in their reports. 

You will be asked to give consideration to certain proposed 
amendments to the constitution and by-laws. These include a 
proposal to restrict membership in future to certified public 
accountants. I am not sure whether any discussion of this 
subject is entirely appropriate in this address, but I am going 
to take the liberty of expressing my personal opinion. Just as 
this organization has at all times been, so am I in the most 
whole-hearted spirit in favor of everything which will add to 
the dignity and importance of the C. P. A. by wise and reasonable 
legislation throughout these United States. In the face, however, 
of possible legislation of an imprudent character, to which the 
many state legislatures throw us open and which unfortunately 
has not been entirely absent, and, even more, in view of the fun- 
damental principles on which the Institute was organized, ex- 
pressed in the report of the special committee on form of organi- 
zation (see Year Book, 1916), I doubt the wisdom of restricting 
our membership in the manner proposed. If I could see any 
advantage accruing thereby to our profession I would not so 
express myself, but I have thought long and earnestly on the 
subject and as I see the situation at present I am forced to this 
conviction. I do think, however, and I commend this to the 
consideration of the board of examiners, that the time has 
perhaps now come when oral examinations may with propriety 
be discontinued, except as a supplement in some cases to the 
regular written examinations, and in other special cases, where 
deemed desirable, of candidates who have already been granted 
C. P. A. certificates or who are members of other societies of 
equal standing. 

In concluding, may I once again remind you of what we as a 
body have endeavored to accomplish. In our own field and way, 
as a body of patriotic citizens, we have endeavored to foster 
our profession. This leads to the question, What is a profes- 
sion? In Julius Henry Cohen’s The Law, Business or Profes- 
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ston you will find the following—itself a quotation from another 
writer: 


“A profession . . . is not merely a group which is or- 
ganized exclusively for the economic protection of its mem- 
bers, though this is normally among its purposes. It is a 
body of men who carry on their work in accordance with 
rules designed to enforce certain standards both for the 
better protection of its members and for the better service 
of the public. . . . The essence of these rules [is] that it 
assumes certain responsibilities for the competence of its 
members or the quality of its wares, and that it deliberately 
prohibits certain kinds of conduct on the ground that though 
they may be profitable to the individual they are calculated 
to bring into disrepute the organization to which he be- 
longs... .” 


He adds that the profession emphasizes as its 


“criterion of success the end for which the profession, what- 
ever it may be, is carried on, subordinating the inclination, 
appetites and ambitions of individuals to the rules of an 
organization which has as its object to promote the per- 
formance of function.” 


Elsewhere Mr. Cohen points out the following in elaborating 
upon the professional ideal: 

“Wherever the fiduciary relationship exists, wherever 
trust and confidence are reposed in a professional man and 
unbiased judgment is required, any interest which tends to 
divert his attention from unbiased devotion to the cause put 
in his charge is deleterious and deserving condemnation as 
unprofessional. Advertising, soliciting, splitting of fees or 
receiving outside compensation are but illustrative of the 
diverting influences against which the professions must be on 
guard.” 


I could quote further, but time does not permit. I believe, 
however, that our organization has conscientiously endeavored to 
approach the highest standards and that it has been measurably 
successful. And this success is something which belongs to its 
members, no matter where they may be, east or west, north or 
south, and as such properly redounds to their credit. I have 
faith therefore in our organization and look forward to its in- 
creased usefulness, both for the public and for its members, pro- 
vided only its members all over the country give it the support 
and interest to which it is entitled. Let us here and now make a 
mental promise to ourselves and to each other that each will 
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do his part. The association is democratic in its organization 
and there will be no lack of opportunity for service either within 
the actual limits of organization activities or in the broader fields 
of public service. 

I would not sit down without adding my testimony to the con- 
tinued loyalty and unselfish devotion to the interests of your 
organization on the part of the secretary and his associates. 
Some of you may have a limited conception of the labors and 
anxieties which are theirs, but it is only your officers who have 
been in continued relationship with them who can realize what the 
organization owes to them. They have at all times cheerfully 
met our demands and these have not, perhaps, always been 
entirely reasonable. Much, if not the greater part, of our success 
is due to them and they ought to have our thanks and apprecia- 
tion which I now gladly tender to them. 

I would also, in closing, express my personal thanks and ap- 
preciation for the many courtesies and the assistance which have 
been afforded me during my year’s term of office both by mem- 
bers of council and committees and by many of the members at 
large. They will be a lasting and joyful memory to me in the years 
which follow. 
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Taxable Income and Accounting Bases 
for Determining It * 


By GEorGE O. May 
INTRODUCTION 


On various occasions when the question has arisen, I have been 
impressed by the uncertainties and misconceptions shown to 
exist concerning accounting bases for determining income for tax 
purposes and in regard to the significance of such terms as ‘“‘the 
cash basis” and “‘the accrual basis’’ commonly employed in tax 
practice. It has therefore seemed to me to be worth while to 
devote some time to a consideration of this subject and in so 
doing to go back over the developments affecting it since the 
passage of the corporation-excise-tax law in 1909. 

As a preliminary to such consideration it seems necessary to 
inquire to some extent into the nature of taxable income, but I do 
not propose to go into this very large subject except in so far as 
may be necessary to an intelligent discussion of the accounting 
bases for determining income. To allay still further any anxiety 
created by the comprehensiveness of the title of this paper, I will 
add that I shall confine myself to commercial income, which 
constitutes the major part of the taxable income of the country 
and presents the more difficult problems and I shall not discuss 
personal, professional or investment income. 

In income taxation, the first problem is to define income and 
the second to allocate income in respect of time. The question of 
allocation to sources geographically arises in some cases and 
presents some difficulties, but this question affects only a re- 
stricted field. 

The problem of definition resolves itself mainly into a choice 
between several different concepts of the nature of the income 
and, though important, is relatively simple. The more serious 
difficulties are encountered in determining when income emerges 
from the complicated business transactions of modern commerce 
so as to be properly taxable. 

The accounting bases employed in determining income affect 
the time when income becomes taxable rather than the amount of 
income ultimately taxable and this paper therefore has to do 


*A paper presented at the annual meeting of the American Institute of Accountants at 
Washington, D. C., September 15, 1925. 
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mainly with the time element in taxation. This is conspicuously 
a case where ‘‘time is of the essence”. Whether an amount is to 
be deemed taxable in a year of high war taxes or in some remote 
future year may be of far more practical importance than whether 
the whole or only a part is to be finally taxed. 


Wuat Is TAXABLE INCOME 


Since 1913 our income-tax laws have been enacted under the 
authority of the sixteenth amendment to the constitution, which 
authorized congress to tax without apportionment among the 
several states ‘‘incomes from whatever source derived”’. 

Now there are numerous theories as to what isincome. In one 
case (Doyle v. Mitchell) the government argued that the gross 
proceeds of sale were income. Economists sometimes argue that 
earnings that are saved are not income, so that what is income is 
determined by how what comes in is subsequently expended. 
Apart, however, from any such extreme views, there are two 
materially different theories of income which are supported by 
considerable authority: One holds that income is necessarily gain, 
the other that it may be in part a conversion of capital. 

The difference may be illustrated by the case of a man pur- 
chasing an annuity. The general public regards the whole of the 
annuity as his income and this view is shared, I think, by many 
economists and reflected in the English and probably other tax 
laws. The actuary and the accountant would, however, insist 
that only in part is the annuity rightfully called income, a part 
being a realization of capital. 

Congress in 1913 might, I suppose, have adopted either of these 
theories and if its intent had been clearly manifested the supreme 
court would hardly have rejected that theory. 

This, however, congress did not do. The clauses of the 1913 
and 1916 acts purporting to define income or gross income, as 
definitions, left much to be desired. What are we to infer from 
the definition of income as including “gains, profits and income” 
from certain specified sources ‘‘or from any source whatever’? 
Is income something different from gains and profits, and if so, 
what is the distinction? In section 4 of the act of 1916 congress 
provided that annuities in so far as they represented returns of 
premiums were not taxable income, but in doing so it in plain 
language characterized them as income; the 1918 law retained the 
exemption but avoided the characterization [Sec. 213 (a)]. 
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It might fairly be argued that congress, taking the acts as a 
whole, indicated an intention to tax only gains. This view is 
supported by the provisions above mentioned and by those 
allowing depreciation and depletion. On the other hand, the 
fact that these items were allowed by way of deductions from 
income or gross income in arriving at taxable income, the limita- 
tion of the deductions in purely arbitrary ways, and the language 
of section 4 of the act of 1916 above alluded to, might be claimed 
to support the view that congress intended to assert the right to 
tax as income what might be in part a conversion of capital, but 
not to exercise its rights to that extent. 

However this may be, the supreme court presumably settled 
the matter when in the case of Eisner v. Macomber it defined 
income as the gain derived from capital, from labor, or from both 
combined. 

This decision, for the reason that it contained the definition I 
have referred to and held that congress had attempted to tax as 
income what was not income, is of great importance and it may 
be worth while to discuss it briefly. Many passages from the 
opinion are of interest to accountants but I will quote only one 
paragraph: 

After en dictionaries in common _use (Bouv. L. D.; Standard 
Dict.; Webster’s Internat. Dict.; Century Dict.), we find little to add to 
the succinct definition adopted in two cases arising under the corporation 
tax act of 1909 (Stratton’s Inde v. Howbert, 231 U. S. 399, 415; 
Doyle v. Mitchell Bros. Co., 247 U.S. 179, 185)—*‘ Income may be defined 
as the gain derived from capital, from labor, or from both combined,” 
provided it be understood to include profit gained through a sale or con- 
version of capital assets, to which it was applied in the Doyle case (pp. 
183, 185). 

In the dictionaries cited, both of the views of income above 
mentioned are set forth; the definition coming closest to that 
adopted by the court is found in Bouvier’s Law Dictionary. 

Reference to the decision in Stratton’s Independence v. Howbert, in 
which the definition was first used, discloses that in that case the 
court was at pains to point out that, as at the time of the passage 
of the 1909 law congress had no power to levy a general income 
tax without apportionment, the theoretical distinctions between 
capital and income were of little value to the court in interpreting 
that statute. Curiously enough also, the case was one in which the 
court sustained the taxation as income of the proceeds of gold 
mining without any provision for the exhaustion of the capital rep- 
resented by the mine. In Doyle v. Mitchell, arising under the same 
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act, the court adopted the same definition in a decision in which it 
ruled that the proceeds of lumbering could not be taxed as income 
without a deduction for the capital value of the timber exhausted. 
However, these decisions being rendered under the excise-tax 
law, have no necessary bearing on the present question; and in 
Eisner v. Macomber which was decided under an income-tax 
law, none of these special features was present. 

Just how far reaching the effect of that decision is in law is a 
question for lawyers. The supreme court decisions under the 
excise-tax law of 1909 rather suggest that congress can levy an 
excise tax measured by income without availing of the sixteenth 
amendment and in so doing can define incomé as it pleases with- 
out regard to the views of the supreme court or any one else. So 
long, however, as it levies a tax on income it apparently can not 
tax as income what the supreme court does not consider to be 
income. 

The point is largely academic and congress has not shown any 
disposition to disagree with the general interpretation of income 
adopted by the court. The two bodies have, it is true, differed 
on the question whether stock dividends are income; but dividends 
constitute a special problem and are, both under the acts and 
under court decisions, an exception to the rule that there is no 
income unless there is gain. If an investor buys $100 shares of a 
company which has a surplus equal to its capital stock for $200 a 
share and if the next day the company pays a dividend of $100 a 
share and its shares fall to par, the dividend is not gain to the 
investor whether the dividend is paid in stock orcash. Dividends 
are however, in general, income and it is so manifestly impossible 
to provide for treatment thereof varying according to the cir- 
cumstances surrounding the holders’ acquisition of the stock on 
which the dividend is paid, that purchasers of stocks of companies 
having large earned surpluses may reasonably be expected to 
realize that in making such purchases they not only acquire the 
prospects of dividends out of profits earned prior to their purchase 
but also assume the burden of any tax on the dividends they may 
receive. It was for this reason that Mr. Justice Pitney in the 
Phellis case said the hardship in the case of such purchasers was 
more apparent than real. It is on similar grounds that supporters 
of the English system justify its treatment of the proceeds of an 
annuity or of mining and similar operations as taxable income 
without any deduction for exhaustion of capital. In this con- 
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nection it is pertinent to point out that the English income tax 
has been levied continuously since 1842 and that therefore the 
great expansion of industry and corporate enterprise has taken 
place mainly with notice of the burdens in the form of income tax 
to which it might be subject. 

Other similar cases may arise where something which is not gain 
is taxed as income. It would probably be a fairly accurate 
statement to say that the general test of the existence of income is 
whether there is gain, but that items which ordinarily constitute 
gain and are commonly regarded as income may be taxed as such 
even though in exceptional cases they may not result in a gain to 
the recipient. 

As regards commercial operations there are probably few ex- 
ceptions to the rule that income must be in the nature of gain. 

Gain in commercial business is, however, usually not a separate 
item but a difference between items on opposite sides of the ac- 
count. On the one side are the proceeds of sale, on the other the 
costs involved in producing the sales. Frequently also the gain 
is the result of a series of transactions or a gradual process ex- 
tending over two or more distinct tax periods. Ifa taxpayer buys 
raw materials in one year, manufactures finished goods therefrom 
in another, sells those goods in a third and collects the proceeds in 
a fourth year, the ultimate gain is obviously not attributable 
wholly to any one of these four years nor is there any way of al- 

| locating portions of the gain to the operations of the several years 

\.which can be said to be the scientific and only proper way. In 
one such series of transactions the main factor contributing to the 
gain may be cheapness of buying, in another low cost of manu- 
facture, in another advantageous selling and so on. Further, the 
transactions of a taxpayer are frequently so interrelated that we 
can not ascertain the profits of any given series separately. Com- 
mercial profit is in fact, as an eminent English judge puts it, neces- 
sarily a matter of estimate and opinion. 

In the determination of income for commercial purposes the 
best practice is to be governed by considerations of conservatism. 
Profits are not taken except when and to the extent that they are 
received or at least reasonably assured. Losses that are foreseen 
are provided for even though not actually sustained or measured. 
The legislature naturally approaches the question from a rather 
different point of view. On the first point it may be questioned 
whether congress has power to tax profits not actually received. 
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On the second, if it allows actual losses as deductions it can hardly 
be expected to allow deductions for potential future losses to be 
made at the discretion of the taxpayer. 

It should be said at once that congress has shown no disposition 
either to tax income not received or to deny losses actually sus- 
tained. Indeed in at least one important instance it has deliber- 
ately allowed the anticipation of potential losses. The provision in 
the 1918 act that inventories shall be taken on the basis conforming 
to the best trade practice was enacted with the knowledge that one 
of the best trade practices was to value inventories at cost where 
cost was less than market and at market where that was less than 
cost, thus anticipating a loss wherever market might be below 
cost. This recognition of one of the best established of those‘ 
trade practices which find their justification not in logic or scien- 
tific considerations, but in conservatism and practical wisdom is 
very significant. In 1921 also the law was amended to permit 
deduction of a reasonable reserve for bad debts instead of only 
debts ascertained to be worthless, thus recognizing another well 
established trade practice. 

Whether the deductions permitted for depreciation and deple- 
tion are properly regarded as provisions for anticipated losses is 
difficult to say. From the accounting standpoint the provisions 
for depletion and depreciation of manufacturing plant are ele- 
ments of cost, which must be provided for before there can be said 
to be any gain. The decisions of the supreme court on this 
branch of the subject are not altogether easy to reconcile either 
with one another or with the court’s general definition of income. 
Quite apart from the decision in the Stratton's Independence case, 
under the 1909 law, the significance of which may be lessened by 
the fact that the claimants were asserting that all the proceeds of 
mining were capital, the court has approved under an income-tax 
law a purely arbitrary limitation on the depletion allowance 
which it would seem could hardly have been sustained except on 
grounds which would have applied equally to the total denial of 
any deduction. This in turn would seem to mean that depletion 
is not a factor necessarily taken into account in determining 
the gain. 

One other point may be noted. In general our laws have taxed 
the income of the taxpayer from his business, which may be less 
than the total gain from the business to the extent of the portion 
of the economic gain which the taxpayer may be required to pay 
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over to others in the form of interest, rentals and other participa- 
tions. In this respect ours has differed from the English system, 
which assesses against the taxpayer carrying on the business the 
entire gain from that business without regard to any such distribu- 
tions, leaving the equitable adjustment between taxpayers to be 
effected by a system of deductions by the taxpayer when making 
the distributions, and refunds by the revenue to the distributees if 
they should be exempt from tax. In the act of 1909 and the in- 
come-tax acts up to that of 1918, however, the interest deduction 
allowed to corporations was arbitrarily limited and the limitation 
was sustained by the courts. Here again the power to impose 
purely arbitrary limitations on the deduction would seem neces- 
sarily to imply power to deny any deductions whatever. In the 
cases which came before the court the objection urged was ap- 
parently that the limitation was discriminatory and the decisions 
may, therefore, not be authority for the proposition that congress 
has the power to tax all that is economically income in the hands 
of the person who realizes the income, even though it is not all 
income to that person. The point might become important, for a 
tax so levied without some provision for the proper adjustment of 
the burden between the ultimate beneficiaries of the gain might 
easily result in a tax on a person receiving the income greater than 
the portion thereof which he might be entitled to retain. In the 
year 1917 the limitation on interest deductions undoubtedly 
worked some hardship, and would have caused gross injustice but 
for the action of the commissioner in allowing, without any very 
obvious warrant in the law, the capital sum corresponding to the 
interest disallowed to be treated as invested capital. 

While the arbitrary limitations to which I have referred, and 
which are now fortunately removed, were blemishes on the earlier 
acts, criticism of the methods of determining taxable income 
established by those acts must be directed mainly at their lack of 
precision and clarity and their failure to recognize business 
methods and considerations of practical convenience. 


BASES OF ACCOUNTING FOR INCOME HISTORICALLY CONSIDERED 


It is perhaps not surprising that at the outset receipt or pay- 
ment in cash should have been adopted as the general basis for 
inclusion of items in income-tax returns. Legislation is framed 
and interpreted largely by lawyers, and lawyers apparently seek 
to atone for the bewildering complexities they have introduced 
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into their own sphere of activity by insisting on the utmost 
simplicity in other spheres. The legal mind that distrusts simple 
interest and regards compound interest as wholly pernicious 
is naturally suspicious of any account more complex than a cash 
account. In Great Britain, the home of the income tax, this 
tendency has been manifest but in regard to commercial income it 
has been counteracted by another principle of judicial action, 
the principle that in commercial affairs the established practices 
of business men are a better guide than rules framed by theorists. 
Consequently the courts there have always held that the deter- 
mination of income from business was a business problem and 
that in the absence of express statutory provision to the contrary, 
established trade practices must be followed even though to the 
revenue authorities or even the court those practices might 
seem theoretically unsound or illogical. 

An excellent illustration is found in the methods of valuing 
inventories, the English courts having sustained both the “cost 
or market”’ basis and the ‘‘ basic stock"” method where a practice 
in the trade was shown to exist and there was no statutory pro- 
hibition. 

In our case, however, the tendency towards the cash basis was 
perhaps strengthened by the accident that our first income tax was 
enacted in the guise of an excise:tax. 

The law of 1909 was framed so as to provide that corporations 
should return income actually received and expenses actually 
paid. As soon as this became known the accountants vigorously 
protested to the attorney general that such a basis ignored the 
nature and practices of modern business and would entail in- 
convenience that would be more burdensome than the tax. The 
attorney general, however, remained unmoved by their protest, 
said that the straight cash basis was adopted advisedly and 
retorted that he had too much confidence in the ability of the 
accountants to think that they would find the difficulties of 
complying with the law unsurmountable. 

The attorney general’s confidence was apparently justified for 
with the assistance of accountants the secretary of the treasury 
issued regulations which certainly presented no special difficulties 
to taxpayers. 

Some have thought that the authors of those regulations found 
their inspiration where so many others have found inspiration, 
in the works of W. S. Gilbert. Certainly when one reads the 
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provisions to the effect that the term ‘‘actually paid’’ does not 
necessarily contemplate that there shall have been an actual 
disbursement of cash or even its equivalent and that an item is 
paid as soon as a taxpayer recognizes that it has to be paid one is 
irresistibly reminded of Koko’s explanation to the Mikado of his 
statement that Nanki Poo had been executed when in fact he was 
still alive. 

When your Majesty says, “let a thing be done,” it’s as good as done,— 
practically it is done,—because your Majesty’s willislaw. Your Majesty 
says, ‘‘ Kill a gentleman,” and a gentleman is told off to be killed. Con- 
sequently, that gentleman is as good as dead, practically, he is dead, and 
if he is dead, why not say so? 

It is, however, quite possible to find a more logical justification 
for the method of determining net income established by the 
regulations at least in the main, though this justification I admit 
does not extend to the language in which the method is prescribed 
and ostensibly justified. 

The act of 1909 provided that the ‘‘net income’ which was 
subjected to tax should be determined by deducting ‘‘from the 
gross amount of the income . . . received within the year from 
all sources.” 


” 


First. ‘‘All the ordinary and necessary expenses paid within the year out 
of income in the maintenance and operation of its business and proper- 
ties including all charges such as rentals or franchise payments required 
to be made as a condition to the continued use or ssion of property. 

Second. ‘All losses actually sustained within the year and not com- 
pensated by insurance or otherwise, including a reasonable allowance for 
depreciation of property if any.” 

= “Interest actually paid within the year’’ subject to specified 

imits. 

Fourth. All sums paid within the year for taxes. 

Fifth. Dividends — other companies subject to the tax. 


The regulations regarding commercial income apparently ig- 
nored the word “ received”’ just as fully as the word “ paid’’. It was 
not necessary that proceeds of sale should have been received in 
order that there should be taxable income therefrom. The 
regulation treated income from sales as received when the goods 
were exchanged for an account or note receivable or cash. This 
was, in ordinary cases, an obviously convenient rule (and in 
considering the almost complete acquiescence these regulations 
secured it must always be borne in mind that the tax was so small 
as to make it not worth while to fight a reasonably convenient 
rule) but whether if challenged it would have been sustained is 
open to question. The courts have pointed out that the ex- 
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pectation of gain in the future is not present income and have 
been reluctant to sustain a tax where nothing had been received 
out of which the tax could be paid. The justification of the 
regulation would have had to be found in the argument that 
something equivalent to cash had been received, and in many 
classes of transactions the recognition of the principle of cash 
equivalence must be conceded to be practically essential to an 
effective income-tax administration. Once this principle is 
adopted, however, it has to be admitted that in measuring the 
gain the proceeds must be reduced to a true cash equivalent. 

This would mean bringing provisions for the cost of collection, 
for discounts and for credit risks into account at the same time as 
the sale itself, which it may be noted the regulations did not 
permit. 

The next point to be observed is that the proceeds of sale are 
not income (Doyle v. Mitchell); only so much as is gain is income. 
Assuming therefore that the gain is received when the proceeds of 
sale are received (not necessarily in cash) it follows that all costs 
attributable to the sale must be brought into account at the same 
time as the sale itself, whether such costs have or have not been 
paid. Otherwise on balance something which is not gain will 
inevitably have been brought into account and taxed as income. 
It is generally recognized that this is true of the direct cost of the 
goods sold but it is not so universally understood that it is equally 
true of the cost of making the sale and the cost of collecting the 
proceeds. A commission paid in order to effect a sale is as much 
an element in determining the gain therefrom as the cost of the 
property sold. This point seems to me to have a most important 
bearing on the determination of taxable income whether the 
question be approached from the theoretical, historical, or prac- 
tical standpoint. 

In considering the proper treatment of any item in relation to 
taxable income the first essential is to decide whether it properly 
relates to the determination of gross income or to a deduction 
from gross income. If the former, its treatment is not in any way 
affected by any limitations of deductions to amounts paid, 
accrued or incurred, as the case may be, since these limitations 
apply only to items which are in fact charges against gross income 
after gross income has been determined. As the court indicated 
in Doyle v. Mitchell it is immaterial whether there is any express 
provision allowing elements in the production of gross income as 
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deductions from gross proceeds for until they are deducted there 
is nothing ascertained which congress can properly tax as income. 

This principle would have warranted a regulation that all costs 
of effecting sales, as well as the costs of producing the goods sold 
and provisions for the costs of collection, were allowable in the 
period in which the sales were returned, as a part of the computa- 
tion of gross income. Only expenses not falling under any of 
these three heads would have been left to be taken as deductions 
under the head of “ordinary and necessary expenses actually 
paid within the year out of income.”’ 

Looking back on the problem of 1909 in the flood of light which 
the developments of the last sixteen years have thrown on the 
subject one feels that along such lines a solution might have been 
found that would have been almost as convenient as the one 
adopted and would have avoided interpreting the words ‘‘actu- 
ally paid” in the Gilbertian manner of the regulation then pro- 
mulgated. It may be suggested that the language of the provi- 
sion for deduction for business expenses stood in the way, but this 
does not seem to be necessarily so. That provision authorized 
the ‘‘deducting from the gross amount of the income all the 
ordinary and necessary expenses actually paid within the year 
out of income.” Expenditures necessarily made to produce 
income surely did not fall in any such category. In point of fact 
expenses of maintenance of the property of the taxpayer were 
specifically enumerated in the act among the “ordinary and 
necessary expenses”’ yet the regulations provided that expendi- 
tures for maintenance of manufacturing plant should be included 
in cost of goods sold in computing gross income and not under the 
deduction. 

The regulations of 1909 did not follow the course I have sug- 
gested but treated only cost of goods as a deduction from sales 
in determining gross income and dealt with cost of selling and 
collection as ‘“‘ordinary or necessary expenses” to be deducted 
from gross income when “‘actually paid” providing, however, that 
when such items were duly set up on the books they were “‘actu- 
ally paid”’ within the meaning of the law. 

The convenience of the solution is undeniable and it may be 
that the framers were governed by this consideration. They may 
well have felt that the solution was so convenient that no one 
would be likely to challenge it, and that if it were challenged they 
could readily show that it produced erroneous results only as 
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regards expenses which were not a part of the cost of effecting and 
collecting the sales returned, the amount of which was in ordinary 
cases relatively insignificant. 

In substance these regulations were sound, convenient and did 
little real violence to the language of the law. Their form, how- 
ever, must be admitted to have been defective particularly in its 
apparent disregard of the language of the law. Nodoul if con- 
tinued interest in the work of administering the law by men of 
the quality of those who framed the regulations could have been 
secured, the defects in form would have been corrected, while 
the advantages of the substance would have been retained. 
This, however, was not possible and in the event just the opposite 
result followed. The influence of the defective form has continued 
long after the advantages derived from the substance have ceased 
to be felt. 

One result of the defective form was that a widespread feeling 
was created both within and without the department that the 
regulations were at variance with the law and that any day dis- 
satisfaction with their operation in a particular case might bring 
the issue into court and cause the whole house of cards to collapse. 
Another result was that the average taxpayer who was told that 
when used in connection with expenses the word “‘paid”’ did not 
necessarily mean a disbursement in cash, but that when used in 
relation to interest or taxes it did contemplate such a disburse- 
ment, felt that the law was unreasonable and so far as he was con- 
cerned incomprehensible. Still another result, certainly of a 
most unexpected character, which I shall discuss later in this 
paper, grew out of the establishment by the regulations of the 
making of book entries as a criterion of deductibility, a criterion 
not warranted, either in theory or in the language of the law. 

Further, while the solution by the secretary of the treasury of 
the problem presented in the act of 1909 produced immediate 
benefits in the form of convenience, it stood in the way of efforts 
to secure a more satisfactory wording when in 1913 the first 
income-tax law was enacted. Efforts to secure an improvement 
were made by, among others, the American Association of Public 
Accountants. The suggestion of a change was met with the 
argument that the existing law had in practice worked quite 
satisfactorily and that if such a law could be applied to corpora- 
tions there was even greater justification for applying it to indi- 
viduals, most of whom would keep no books and would make 
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returns on a purely cash basis. The law of 1913 thus followed 
closely the language of the law of 1909. The efforts were, how- 
ever, continued and in 1916 a modification was effected and tax- 
payers were given the option of making returns either on the 
statutory basis or on the basis on which their books were kept, 
provided the method of keeping the books was such as in the 
opinion of the commissioner correctly reflected income. For 
various reasons which it is hardly necessary at this time to dis- 
cuss, this provision did not work very well, and the regulations 
under the 1916 act continued to follow very closely those made 
under the acts of 1909 and 1913. 

In passing it may be pointed out that article 126 of regulations 
No. 33 issued January 2, 1918, strongly suggests that at the time 
those regulations were issued the line of reasoning which I have 
put forward above as an alternative to that indicated by the lan- 
guage of 1909 regulations had developed in the bureau. It 
begins by apparently flouting the language of the statute in the 
most open and flagrant manner. The first sentence reads ‘‘‘ paid’ 
or ‘actually paid’ within the meaning of this title, does not neces- 
sarily contemplate that there shall be an actual disbursement in 
cash or its equivalent.’’ The next sentence, however, states very 
succinctly the underlying justification of the results of the regula- 
tion which I have suggested. ‘‘If the amount involved represents 
an actual expense or element of cost in the production of the income 
of the year, it will be properly deductible even though not actu- 
ally disbursed in cash, provided it is so entered upon the books of 
the company as to constitute a liability against its assets, and 
provided further that the income is also returned upon an accrued 
basis.” 

It will be observed that this regulation does not in terms permit 
the deduction of any expense which has not actually been paid 
unless it is ‘‘an expense or element of cost in the production of the 
inceme’’. To support such a position it was not necessary to 
give a forced construction to the words ‘‘actually paid” used in 
the statute. In practice, however, the regulation was applied to 
all business expenses and the bureau no doubt preferred to retain 
substantially the language of the regulations under the acts of 
1909 and 1913 and to be in a position to invoke the rule that 
re-enactment of the provisions of an act by congress with a knowl- 
edge of the way in which it has been interpreted sanctions that 
interpretation. 
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When in 1917 the excess-profits-tax law was passed levying high 
taxes on the income determined under the 1916 law and regula- 
tions the whole question assumed new importance and the need 
for revision of the law became apparent. 

In the 1918 law, therefore, it was provided (in section 212) that 
returns should be made on the basis on which the taxpayer’s books 
were kept unless that basis did not clearly reflect income, in 
which case returns were to be made on such basis as the commis- 
sioner might prescribe as clearly reflecting income. 

In considering this section it is important to bear in mind the 
provisions of the act that the terms paid or incurred (used in 
relation to deductions for expenses) and paid or accrued (used in 
relation to deductions for interest and taxes) should be construed 
according to the method of accounting used in computing net 
income. 

Even more important, however, is the provision that items of 
gross income were to be included in returns for the taxable year 
in which received unless under methods of accounting permitted 
under section 212 they were properly accounted for as of a differ- 
ent period. 

The intent seems clear to give the fullest effect to sound ac- 
counting practice in the determination of gross income. It may 
be conceded that the law gave no authority to the commissioner 
to prescribe or permit bases of accounting which would result in 
deductions from the gross income of expenses in periods other 
than those in which they were paid or incurred or of interest and 
taxes in periods other than that of payment or accrual. In- 
curred, however, is a sufficiently broad term and no serious criti- 
cism of the rules thus established could be offered by the most 
ardent advocate of the policy of allowing commercial practice to 
govern the determination of commercial income. The law cer- 
tainly authorized the acceptance of well established practices for 
determining gross income on the basis of the fair present value of 
the sales price, instead of its face value, in other words the exclu- 
sion from the computation of gross income of so much of the 
nominal sale price as might be necessary to provide for discounts, 
for the credit risk assumed and the cost of collecting that sale 
price. It did not permit deduction from gross income of reserves 
for potential future losses nor for expenditures not yet incurred 
and not involved in the production of the gross sales reported. 
From the legislative standpoint such deductions could not rea- 
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sonably be allowed, however legitimate or even praiseworthy 
purely precautionary reserves may be from the standpoints of 
sound finance and business prudence. 

To most accountants the act of 1918 seemed to dispose of the 
vitally important question of accounting bases for determining 
taxable income in a sound and satisfactory way. 

It can hardly be said that the expectations entertained have 
been fully realized. The regulations (reg. 45) seemed to observe 
the spirit as well as the letter of thelaw. Article 23, for instance, 
provided that ‘‘approved standard methods of accounting will 
ordinarily be regarded as clearly reflecting income’”’ and article 24 
said ‘‘the law contemplates that each taxpayer shall adopt such 
forms and systems of accounting as are in his judgment best 
suited to his purpose.’’ In such articles as 151 the propriety of 
computing gross income upon the basis of the cash equivalent 
rather than the face value of credit sales was recognized. Other 
articles explicitly recognized approved alternative methods of 
treating expenditures in the twilight zone between obviously 
capital expenditure and ordinary operating expense. In adminis- 
tration the law has frequently been construed with less breadth 
and with less regard for its spirit. In part this is perhaps attribu- 
table to failure to realize the nature of the problem of determining 
the income of a single year. 

Accountants realize that income can not with even approximate 
accuracy be allocated to a particular year, especially in the case of 
taxpayers carrying on an extensive and complex business. No 
year is sufficient unto itself—each year’s operations are bound up 

_ with and dependent on the operations of earlier and later years. 
Consequently, any attribution of income to a single year in such 
cases must at best be no more than a very rough approximation 
based on accepted conventions. Many, however, who have not 
had much experience in such matters look on the income of a year 

\as a very definite, significant and even a precise thing. They are 

reluctant to accept the proposition that there can be two ways of 

\determining the income of a given year, which will give substan- 
\eially different results and be equally admissible and correct. 
Experience suggests that such reluctance was very general among 
those in the bureau of internal revenue and when the 1918 act 
compelled recognition of the principle that there might be more 
than one legally correct way of computing income for a given year, 
they apparently resolved at least to limit the number of alterna- 
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tives. Since the passage of the 1918 act the correspondence and 
briefs of the bureau have contained constant references to the 
two bases of accounting permitted under the act, these two being 
described respectively as ‘‘the cash basis” and ‘‘the accrual 
basis.’’ Of course, the more experienced members of the bureau 
realized that there were far more than two bases of accounting 
possible and recognized under the act, and doubtless many of those 
who spoke of the cash basis and the accrual basis used the latter 
term generically to describe anything other than a cash basis. 
But to a large number of the employees of the bureau the accrual 
basis has become not merely a significant phrase, but an article of 
faith. Indeed, one can almost imagine such employees of the 
bureau scattered over the land turning their faces towards the 
treasury daily at the appointed hour and reciting their creed, 
“There is but one accrual basis and the Bureau is its 
prophet”’. 


“THe AccRUAL BAsIs”’ 


It may be worth while to inquire just what is meant by ‘‘the 
accrual basis.”” This is by no means clear nor is it even clear 
precisely how it differs from the so-called cash basis as applied to 
commercial income since 1909. 

It will be evident from what I have already said that both in 
theory and in practice cash has very little to do (in the case of 
commercial enterprises) with the determination of income on the 
‘“‘cash”’ basis and very little reflection is necessary to a realization 
of the fact that accruals (in any proper sense of the word) have 
still less to do with the determination of income on the so-called 
accrual basis. This fact has been obscured by the practice, which 
has grown up, of using the word “‘accrue”’ in senses hardly dreamed 
of before the revenue act of 1916 was passed. The bureau, having 
adopted ‘‘the accrual basis” as the only alternative to ‘‘the cash 
basis,” has proceeded to term ‘‘an accrual’’ almost everything 
that is not a cash item. Thus, we find the bureau speaking of 
taking up an inventory as an accrual and of “‘accruing accounts 
receivable from sales’’ and quite generally using the word 
‘“‘accrue”’ in a transitive sense as being equivalent to the “setting 
up on the books” which as I have pointed out was under the 
regulations of 1909 established as being for tax purposes equiva- 
lent to actual payment. Applying Euclidean methods, we may 
deduce that since setting up on the books is equivalent to actual 
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payment or receipt and is also equivalent to accrual, and since 
things which are equal to the same thing are equal to one another, 
accrual is equivalent to actual payment or receipt and the cash 
basis and the accrual basis are identical. Such use of the word 
“accrual” could not have been justified from the dictionary nor 
from common accounting or business practice. Indeed the latest 
citation in any standard dictionary of the use of the word “accrue”’ 
in any transitive sense whatever, that I have been able to discover, 
is from a work published in 1594. 

The fact is, that the word “‘accrue”’ is a singularly unhappy 
choice for use in income-tax practice. One of the great difficulties 
of income taxation is that income earning is a gradual process and 
yet the necessities of taxation require that particular portions of 
income shall be attributed to particular moments in time. It is 

| not feasible to tax income during the period of growth but only 

\_ when it becomes definite and measurable. Now in its basic mean- 
ings, the word “‘accrual”’ is ambiguous when applied to such a 
situation because one of its meanings is to ‘‘grow up”’ and the 
other is to “‘spring up”’ or “‘fall in,”’ so that it is equally capable of 
application either to the period of growth or to the moment of 
falling in of income when it takes a definite form. There is a 
similar ambiguity in the legal and commercial uses of the word. 
When the term ‘“‘accrue”’ is used in regard to interest, the 
reference is usually intended to be to the gradual accumulation of 
interest between one maturity date and another. In regard to 
taxes, it has repeatedly been held to mean ‘“‘become due.”” The 
use of the word in the recent acts has been sufficiently confusing 
in that the two deductions in respect of which it has been used in 
the acts are interest and taxes, two items in relation to which it 
has quite different meanings. When to such ambiguities is added 
the further confusion arising from the use of the word by the 
bureau in the transitive sense as equivalent to ‘“‘set up,” its last 
shred of descriptive value disappears. 

One may wonder why of all the terms used in the acts this term, 
which is the least illuminating, should have attained the widest 
use in the bureau. Partly, no doubt, it is due to the fact that of 
the various terms used such as “paid,” ‘‘received’’ and “‘in- 
curred,” ‘‘accrued”’ is the only one from which an adjective is 
easily formed that is applicable to both sides of the account. 
Its use therefore achieved brevity, though at a complete sacrifice 
of significance. However this may be, I venture to suggest that 
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the misuse of the word ‘‘accrue”’ has contributed to the confusion 
of the income-tax administration in the later stages as much as 
the artificial solution of the problem presented by the words 
‘“‘paid”’ and “‘received”’ in the act of 1909 occasioned in the 
earlier stages. 

Before leaving the subject, I would like to admit that the ac- 
countants are not wholly without responsibility for the confusion 
that has existed. Our own use of terminology is lamentably 
inconsistent and reflects too often the idiosyncrasies of the indi- 
vidual rather than the established practice of the profession. 
I recall a statement put forward over the signature of a well 
known accounting firm which began with a figure described as 
‘‘gross income”’ from which allowances and refunds were deducted 
to arrive at a figure described as ‘‘net gross income.”’ Operating 
expenses were next deducted and the result described as ‘‘net 
operating income”; the addition to which of net income from 
other sources produced a so-called ‘‘gross net income” which it 
must be observed meant something quite different from ‘‘net 
gross income.” Our treatment of cost of goods, cost of selling 
and cost of collecting in relation to gross income has too often 
been determined by habit rather than by logic. Many of us have 
acquiesced in or even adopted the bureau’s unwarranted usage 
of ‘‘the accrual basis.” Burdened with so much responsibility, 
we must be restrained in our criticisms of the bureau which, facing 
a heavier task and equipped with less experience, has fallen into 
errors similar to our own. 


CONCLUSION 


We may now, I hope, look forward to rates that will be lower 
and more stable than in recent years with a resulting reduction of 
the temptation to taxpayers to allow their accounting methods to 
be influenced by tax considerations. If so, there will be even 
more reason than in the past why the bureau should carry out 
the obvious intent of the law and adopt a broad policy towards 
taxpayers’ accounting methods, which will make the law less 
burdensome in procedure as well as in amount. 

In order to accomplish this result some old misconceptions need 
to be removed and some old truths emphasized anew. It would 
greatly improve the administration of the income tax if the bureau 
generally—not merely those who frame regulations but all 
charged with the administration of the law—would realize that 
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‘the accrual basis” is a meaningless phrase; that the choice today 
is not between a so-called ‘‘cash basis” and a so-called ‘accrual 
basis’’ but between the basis on which the taxpayers’ books are 
kept and the basis prescribed by the commissioner as clearly 
reflecting income; and that as stated in regulations 45, article 24, 
the law contemplates that ‘‘each taxpayer shall adopt such forms 
and systems of accounting as are in his judgment best suited to 
his purpose.” 

They should keep constantly in mind the fundamental differ- 
ence between the considerations governing the determination of 
gross income and those governing the treatment of authorized 
deductions from such gross income. In this connection they 
should realize that the mention of any class of items among the 
authorized deductions from gross income does not stand in the 
way of the deduction of similar items from gross proceeds in the 
determination of gross income where they are a part of the cost of 
producing that income. 

For instance, the provision that taxes may be deducted either 
when paid or when accrued does not stand in the way of customs 
duties accrued and paid last year entering into the determination 
of the income of this year if the goods imported are sold this year. 
Similarly the provision that debts actually ascertained to be 
worthless may be claimed as deductions does not stand in the 
way of valuing sales accounts receivable at their fair market value 
at the time when they are created, in determining the gross in- 
come from such sales, but merely limits the deduction which may 
subsequently be claimed for bad debts if the account receivable 
proves uncollectible. 

They should never forget that income is at best a matter of 
estimate and opinion, and that in its allocation in respect of time, 
business practice and the treatment adopted in good faith by the 
taxpayer are entitled to great weight; also that the injustice of 
taxation of income which has not been received may not be ade- 
quately remedied by allowing the amount as a so-called loss 
against the income from other transactions in a later year. Both 
the law and business practice warrant conservatism in determin- 
ing when income is received and is taxable. 

These are the practical conclusions which seem to me to emerge 
from consideration of our subject. I hope you will feel that they 
give some present value to this paper, which otherwise might seem 
to have at best only historical interest. 
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The Accountant and the Law * 
By J. Harry CovINGTON 


To discuss the range of necessary knowledge which the man 
engaged in any business or profession should possess is to bring 
up a topic of absorbing interest. Varied indeed are the views 
of men of affairs toward the present-day habit of intense and 
even narrow specialization in the acquisition of exact scientific 
knowledge. It is not my purpose, however, today in my brief 
matter-of-fact talk, to speculate upon the full range of the knowl- 
edge which you as public accountants should have. I want 
simply to talk a bit about some things which you must know if 
you are really entitled to be in full practice in your profession. 

As the constantly expanding business affairs of our country 
have become more and more complicated those professional 
experts in various fields who deal with such affairs find a con- 
stantly increasing need of a good knowledge of sciences beyond 
the domain of their own particular professions. The finished 
trial lawyer must know something of most of the sciences if he 
is intelligently to examine technical witnesses so as to get at the 
truth. The accomplished patent lawyer must have a fair under- 
standing of mechanics, of chemistry and of electricity. The 
surgeon must know something of mechanics, engineering and 
electricity if he is to put to the best use the various instruments 
and devices which are his aids in the alleviation of suffering. 
So the public accountant, preparing an audit and report, the 
truth and soundness of which must rest upon a foundation 
of demonstrable facts, or conducting a hearing in which the 
result of his examination and accounting picture is to be deter- 
mined by the probative value of the facts upon which the result 
has been reached, should have a fair knowledge of the general 
principles of the law. 

The late Joseph H. Choate once gave an amusing definition of 
the many-sided culture of a professional man on an occasion 
when he was approached in a Swiss hotel by an English gentleman 
who had sat opposite him at dinner. The Englishman said: 
‘‘We have been observing you, as an American, with much 


* An address delivered at the annual meeting of the American Institute of Accountants at 
Washington, D.C., September 16, 1925. 
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interest, and I want to ask you a very impertinent question, 
if I may. What are you by occupation or profession? Won't 
you be good enough to fell me, because my wife says you are a 
clergyman, my daughter insists you are an actor, and I say you 
are a lawyer. We can’t all be right.’”’ ‘Yes, you can,” in- 
stantly retorted Mr. Choate, ‘“‘I am something of all three— 
three in one. I preach a good deal, act a little, and practise 
more or less law—which means that I am an American lawyer. 
Tell your wife and daughter you all guessed right.” 

In recent months you have had published in THE JOURNAL OF 
AccCOUNTANCY an able address that dealt in most interesting 
detail with the methods of procedure in federal tax appeals by 
one who spoke with both the voice of authority and the knowl- 
edge of experience. You have also had recently published a 
most scholarly and absorbing address on the accountant’s duty to 
uncover questions of law, which deals admirably with the ethical 
responsibility of the accountant to lay bare those legal problems 
which come to his knowledge in the course of his labor in any 
particular audit or investigation so that they may be rightly 
settled by the appropriate legal agency. The remarkable 
thing about those addresses is that both the authors presume 
that the accountant who undertakes responsible work in ac- 
countancy—such work as entitles him to be considered in a 
really professional service—must have, within limitations, a 
knowledge of law. 

Indeed, in that part of the accountant’s work which puts him 
forward as the spokesman of his client in a public hearing of a 
controversial character I make bold to say that he is not com- 
petent to act for his client unless he has a fair knowledge of the 
probative value of facts. And such knowledge can be had only 
through a clear comprehension of at least the more general rules 
of that vital branch of procedural law, the law of evidence. 

Of course, when any controversy is a legal one pure and 
simple—make no mistake about it—no supplementary knowledge 
of the law will enable one who is not a lawyer to undertake the 
cause of a party to the controversy. In such cases the lawyer 
is as much a necessity as is the surgeon for an operation on the 
body. But in the cases where the accountant is abstractly sup- 
posed to be competent to deal with his client’s cause in con- 
troversy, in each concrete case he is still incompetent unless he 
has undertaken to know something of the law of evidence just 
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as the accomplished trial lawyer knows something, say, of 
engineering or of medicine. 

Now, the law of evidence is more largely the creature of 
experience than logic. And, peculiarly enough, it is not so much 
concerned with what is admissible in proof as with what is 
inadmissible. To be admiss ble, evidence must be relevant, that 
is, it must have a definite probative value as the result of experi- 
ence. In other words, facts which are offered to be proved must 
not merely be related to the ultimate fact which is at issue in a 
controversy, but they must also be such matters of fact as 
according to human experience best and clearly tend to prove 
the ultimate fact. 

As that great master of the law of evidence, the late Professor 
Thayer, of Harvard, once said: 

“It must be noticed, then, that ‘evidence’ in the sense 
used when we speak of the law of evidence has not the large 
meaning imputed to it in ordinary discourse. It is a term of 
forensic procedure; and imports something put forward in 
a court of justice. Chiefly, it determines, as among proba- 
tive matters—matters in their nature evidential—what 
classes of things shall not be received. This excluding 
function is the characteristic one in our law of evidence. 
Admissibility is determined, first, by relevancy—an affair 
of logic and experience, and not at all of law; second, by the 
law of evidence, which declares whether any given matter 
which is logically probative is excluded.” 


It follows that to a considerable extent the rules of the law of 
evidence are purely arbitrary. They must, therefore, be studied, 
comprehended and kept clearly in memory, without regard to 
whether or not they seem responsive to rules of logic, by those 
who are to use them. They are the indispensable guideposts 
to the traveller along a road which is both winding and beset 
with pitfalls. 

Sir James Fitzjames Stephen, a distinguished judge of the 
high court of justice in England, and a great authority on the 
law of evidence said that ‘“‘the great bulk of the law of evidence 
consists of negative rules declaring what, as the expression runs, 
is not evidence.” That statement is a succinct declaration of a 
fundamental conception of our jurisprudence. The English law 
in the evolution of centuries has devised the one system of law 
by which a definite issue is evolved by the pleadings in all con- 
troversies between litigants. With a clear issue of fact to be 
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determined, and the legal rights or obligations of the litigants to 
be settled by the judge in accordance with what is the outcome 
of the issue of fact, only those facts are admissible which furnish 
a practical basis of inference in ascertaining the fact in issue. 
Those facts from which can be inferred the fact in issue must 
also always be proved by the best evidence available. It can 
thus be readily seen that quite naturally and in keeping with the 
scientific development of our law a great body of rules, quite 
incomprehensible to the layman, but both necessary and effective 
in administering justice, have grown up. And that these rules 
still exist and are rigorously enforced is conclusive as to their 
necessity in the effective dispensation of justice in our courts. 
To the critic, who cries aloud in the valor of ignorance, may be 
quoted the words of Lord Erskine, great lawyer, orator and judge, 
who once said: ‘“‘No precedents can sanction injustice; if they 
could, every human right would long ago have been extinct upon 
the earth.” 

It is not my purpose to give you an extended discourse upon 
the rules of the law of evidence. They are, as you may have 
already gathered, many and complex. But a few simple illustra- 
tions will, I think, indicate the necessity of knowing something 
of those rules if one is to attempt to serve a client in any cause 
where such rules are to be applied. There is the general rule 
that hearsay evidence is inadmissible. That is to say, a state- 
ment made by a person who is not himself a witness has no 
probative value as to the truth of the matter stated and may not 
be testified to by one who heard him. To this rule, however, 
there are innumerable exceptions. It is impossible to apply 
one’s general reasoning powers to determine in what circum- 
stances a hearsay statement is in fact admissible. One must 
know the rules. A simple exception is that an oral admission 
made by a person against whom it is to be used is deemed to be 
a relevant fact as against that person. On the other hand it is 
not deemed to be a relevant fact in his favor. 

Again, take the rule respecting the proof of a transaction be- 
tween two parties one of whom is dead. There is no rule of logic 
which establishes to one’s mind the fact that the living person 
may not be trusted to tell the truth concerning the transaction 
and yet the rule justified by experience is that where one of two 
parties to a transaction is dead the living party may not himself 
testify to it. It therefore becomes necessary to prove the 
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transaction by some third party who himself has actual knowledge 
of it. 

Another exception to the hearsay rule is that declarations of 
a deceased testator as to the contents of his will are deemed to 
be relevant when his will has been lost and when there is a 
question as to what were its contents. It is interesting to note 
that, as a satisfactory rule of admissibility which has worked 
in these cases, it is immaterial whether the declarations were 
made before or after the making of the will. 

Recently I came across an amusing instance of the strictness 
with which the hearsay rule may be enforced. In some parts 
of England the carrying of a corpse over a path or across a field 
conferred a right of way ever after. In a case tried in Notting- 
hamshire, a witness testified that a funeral party had gone along 
a certain path, over which a right of way was being claimed. 
The opposing counsel asked the witness if he had seen a corpse 
carried there, and he answered, no doubt truthfully, that he had 
seen a coffin carried by four men. The counsel asked how he 
knew that the coffin contained a corpse, and when the witness 
declared that he had been told it did, the objection to the evi- 
dence as being hearsay was allowed, and a witness had to be 
found who actually saw the corpse in the coffin, and the under- 
taker had to testify that the coffin had not been out of his sight 
from the time he screwed down the lid until it left the house 
for burial. This was certainly enforcing the hearsay rule to the 
limit. 

Controversies relating to the acts and liabilities of corporations 
largely revolve around their books and documents. The rules 
respecting the appropriate proof of the contents of such books 
and the authenticity of such documents are necessarily strict. 
So it is with opinion evidence. When such evidence may be 
received and how to establish the qualifications of a witness who 
is to give his opinion as an expert are matters not to be determined 
by mere rules of seeming reason. Such questions are determined 
by definite rules of the law of evidence which one must know much 
as he knows his multiplication table. 

Facts similar to but unconnected with the facts in issue are 
logically irrelevant and under the general rule of evidence are 
inadmissible. For example, when the question is whether or 
not a man committed a certain crime, the fact that he formerly 
committed another such crime is inadmissible evidence against 
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him. But as an exception to the rule, when there is a question 
whether a particular act was done, the existence of any course 
of office or business according to which it naturally would have 
been done is a relevant and admissible fact. 

But, say many laymen, why all these peculiar rules? Are we 
not much too legalistic in our methods of accomplishing the 
distribution of justice? Indeed, I doubt not that some of you, 
halted, confused and therefore annoyed by some legal barrier 
you could not understand, have been impatient of the law’s 
restraints. The answer is simple: The priceless heritage of orderly 
liberty under the law has made for centuries the civilization of 
the English-speaking peoples the most progressive and humane 
in the world. That civilization has as its deep tap-root the vital 
and scientific body of legal principles called the common law. 
The common law, developed by the wisdom and learning of 
English judges, has constantly expanded to admit new remedies 
as the varied habits and activities of the people developed new 
rights to be enforced, and the modes of procedure have as con- 
stantly been broadened and systematized so as to assure the 
certain and impartial enforcement of the substantive law 
itself. 

When our forefathers established governments in America 
they laid the foundations of these governments on the common 
law. When difficulties grew up between them and the mother 
country, they acted as their English ancestors had always acted 
in their political troubles—interposed the common law as the 
shield against arbitrary power. When the united colonies met 
in congress in 1774, they therefore claimed the common law of 
England as a branch of those “indubitable rights and liberties 
to which the respective colonies are entitled.”’ 

That great American jurist, Chancellor Kent, has said: 

“The common law of England, so far as it was applicable 
to our circumstances, was brought over by our ancestors 
upon their emigration to this country. The revolution did 
not involve in it any abolition of the common law. It was 
rather calculated to strengthen and invigorate all the first 
principles of that law, suitable to our state of society and 
jurisprudence. It has been adopted, or declared in force, 
by the constitution of some of the states, and by statute in 
others. And where it has not been so explicitly adopted, 
it is nevertheless to be considered as the law of the land, 
subject to the modifications which have been suggested and 
to express legislative repeal.” 
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The-common law has always had as its very heart a system of 
procedure by which the courts, through rules of pleading and 
evidence rigidly enforced, assure impartial justice to the rich and 
the poor, the high and the low. 

The immortal words of Magna Carta ring today—keynote of 
the common law—as they did on that long-ago June day at 
Runnymede when the barons wrested the great charter from 
King John—justice freely without sale, fully without denial, speedily 
without delay. And there will be no present-day distortion of 
the science of the law, no abandonment of those sound rules of 
procedure which make it what it is merely to give some wanton 
wayfarer on its narrow but safe path a chance to wander to the 
danger of those he seeks to guide. 

To return to a consideration of the law of evidence I must 
also remind you that not all determinations admitting or ex- 
cluding evidence are referable to the law of evidence. When a 
judge rules that the testimony produced by a plaintiff in an 
action for negligence is no evidence of negligence he is not making 
an ordinary ruling that there is no evidence of a fact. He rules 
that the acts proved do not constitute a ground of legal liability. 
The man who knows the rules of evidence alone would be like a 
babe in the woods in arguing the soundness or unsoundness of 
that ruling. The trained lawyer who alone could cross swords 
with the judge in such an instance must have a scientific mastery 
of that elusive part of the substantive law known as the law of 
torts. 

Again—and this is a question that may well come up with 
you in your accountancy practice—the general rule of the law of 
evidence is that when a contract between parties has been re- 
duced to the form of a document signed by such parties no 
evidence may be given of the terms or effect or operation of the 
contract except the document itself. However, the existence of 
any separate contemporaneous oral agreement on which the 
document is silent, which is not inconsistent with its terms, may 
be proved by oral evidence if from the circumstances of the case 
the judge infers that the parties did not intend the document to 
be a complete and final statement of the agreement between 
them. When the judge admits or rejects the oral evidence he is 
not making an ordinary ruling on a question of evidence; he is 
ruling on one of the most involved and vexing questions known 
to the substantive law of contract; he is interpreting the docu- 
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ment signed by the parties and determining whether from all 
the circumstances surrounding its execution it is a full and com- 
plete agreement between them. No man who knows merely the 
ordinary rules of evidence could for a moment discuss intelli- 
gently such a ruling. 

By this time I presume you are wondering why I have told 
you that as a genuinely educated professional accountant you 
should have some general knowledge of the law, and particularly 
some general conception of the rules of evidence, and then 
apparently have tried to appall you with the idea of the mys- 
teriousness of the law. My purpose is, however, one I am sure 
you will quickly appreciate. There is an old adage, ‘‘Let not 
your sail be bigger than your boat.’’ It is an adage appropriate 
to a vast variety of people, to none more so than to the man who 
in this day of complex life seeks boldly ‘‘to rush in where angels 
fear to tread.”’ 

Making the application direct: When your client has a problem 
that is really a legal one don’t try to be his counsel. Within the 
clearly bounded realm of the substantive law you will need a 
guide as much as he. If, however, his problem is primarily one 
to be evolved through accountancy, but is nevertheless to be pre- 
sented to a public tribunal of any sort where you may appear as 
his advocate, remember that the rules of evidence designed by 
judicial experience to bring forth truth through acid test of strict 
procedure will not be abrogated to aid you in your ignorance. 
You must either get a good general knowledge of those rules or 
else in honesty to your client and yourself not undertake to 
appear in any forum where they are enforced. 

And now, as a final word, I trust I may not be misunderstood 
if I undertake to admonish you about the broad standards of 
education and proficiency which should be maintained in your 
profession. It is indeed a vain thing to discuss with you the 
need for an expanding knowledge within the domain of the law 
if you are not certainly thorough masters of all those subjects 
intimately connected with accountancy. 

You are truly a young profession. Your collective position 
is still one which permits of much growth. No time-honored 
tradition of culture and of service fixes your stature in the public 
mind as it does that of the doctor whose technical skill has 
ministered unto the lame and the halt through the ages, or as it 
does that of the lawyer who has with professional mastery 
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caused the science of jurisprudence through centuries of civiliza- 
tion to force justice eventually to the fore, or as it does that of 
the astronomer whose scientific knowledge of the heavens long 
ago opened the way for the fearless navigator to advance civiliza- 
tion over uncharted seas. On the contrary, within the memory 
of many men here you have advanced from the status of glorified 
bookkeepers to the enviable position you undoubtedly occupy 
today. Even at this moment our department of labor, in the 
enforcement of certain laws having to do with the classification 
of learned professions, is unwilling to designate broadly public 
accountants as members of a learned profession. Your public 
position is therefore yet largely in your own control. The complex 
mass of statutes in the forty-eight states which seek to regulate 
in ways frequently inadequate, sometimes amazing, and occasion- 
ally incomprehensible, the practice of your profession will not 
for many years be moulded into any such harmonious, intelligent 
and rigid uniform statutory system as to enable you to say that 
a state certificate to practise public accountancy is conclusive 
evidence that you are a member of a learned profession. The 
standards of education, efficiency and ethics which you establish 
and maintain will therefore determine your right to be held in 
public estimation as professional men. 

And what an opportunity the American Institute of Account- 
ants has for continued service of this sort! It has undertaken to 
maintain standards of its own. Those standards are fully in 
keeping with the conception of the accountant as belonging 
to a learned profession. Whatever others may do, regardless of 
the variations and laxity of state laws pertaining to accountancy 
let the Institute be concerned with advancing the education and 
elevating the ethical tone of the accountant and it will occupy 
a position of trust and confidence in the mind and heart of the 
people from which no storm of opposition can dislodge it. 
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By-products, Co-products and Joint Products 
By H. L. DuCKER 


The prime objective of the ordinary manufacturing industry is 
to produce a definite marketable product by the combination of 
raw material, labor and machine processes. In the process types 
of industry the product may be a uniform article such as cotton 
yarn; or under what is known as the special-order type of industry 
it may be machined steel products, each a special job in itself. 

In such circumstances it is not difficult to charge the material 
and labor to the product, and the burden usually presents no in- 
surmountable difficulty, because all costs must be borne by the 
articles produced. But it often happens, especially in the 
process-type of manufacturing industry, that all of the raw ma- 
terial is not found in the finished product but is lost in the process- 
ing in the form of waste, scrap or the like. 

This residue, having gone part way through the process, may be 
somewhat different from the original raw material. This is 
designated by some writers as a by-product. It is evident that 
this residue or waste, or whatever it may be called, is not a desired 
end of the industry but arises incidentally and unavoidably in the 
manufacturer’s regular output. In some cases this residue has no 
value but requires an additional cost for its disposal; in other cases 
it can be used as fuel or can be sold at a nominal figure or in some 
other way disposed of with a slight advantage to the concern. 

Cases arise, however, in which it is necessary to put the residue 
through additional manufacturing processes to make it market- 
able to avoid a dead loss or the necessity of paying for removal 
from the premises. When additional labor or machine processes 
or further ingredients are expended upon this residue to make it 
salable, it is clear that the manufacturer has broadened the scope 
of his industry over what would have been necessary to produce 
the original article of production. 

The effect of this residue upon the costs of the original product, 
whether sold as it arises or made into a new product, and the 
proper method of recording the financial aspects of it form some 
of the most interesting if not the most complicated phases of cost 
accounting. In view of the fact that this feature is found in so 
large a proportion of the large process industries to-day, the sub- 
ject has more than a passing interest to cost accountants and 
producers as well. 
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Before launching into the subject itself a few words about 
terminology might be of value. Unfortunately, in this as in 
other branches of accountancy, there can hardly be said to exist 
an accepted uniform terminology. Some writers draw a distinc- 
tion between waste, scrap, spoilage and by-products, while others 
assert that they are the same. Still others draw a distinction 
between scrap and waste on the one hand and by-products on the 
other. The definition of a by-product is not treated alike by any 
two writers upon cost-accounting subjects. 

While little would be gained by attempting to decide which 
writer’s terminology is more accurate, it will aid in the study of a 
subject for the reader to know what meaning a writer intends to 
convey in the terminology used by him in the exposition of his 
subject. With the end in view of assisting the reader, and with- 
out any thought of introducing a new terminology or of supporting 
or opposing the terminology of any other writers, the following 
terms as used in this article and the meaning associated with them 
in presenting this subject, are set forth as a sort of foreword to 
what follows. 

By-product will be considered to be any salable or usable product 
produced as merely incident and in addition to the main product 
without the necessity for any other further manufacturing 
processes. Used in this sense it closely corresponds with the terms 
scrap and waste as used by many cost writers; in fact it includes 
both of these as the terms are ordinarily used—the waste of a 
cotton mill is a by-product, and so is the scrap metal of a foundry. 

Co-product is a salable product made in a factory by adding to 
one or more of its by-products, labor, material or machine processes 
to convert the by-product into an article having a greater market 
value—that is, the manufacturer is engaged in producing his 
main product and also in making a minor product out of some of 
the by-product produced in manufacturing the major product. 

Joint Products are manufactured articles which are produced 
simultaneously by a uniform process or series of processes; and 
each one has more than a nominal market value in the form in 
which produced. 


By-products—Methods of Costing 

The treatment of costs in by-product industries is by no means 
uniform. A number of different methods are in use but only the 
three more common ones will be discussed. 
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The first method can hardly be called a method at all. The 
net receipts from the sales of the by-product are totaled and are 
added to net operating profit under the ‘ miscellaneous income”’ 
group. None of this amount is treated as a reduction of cost of 
regular product. The advocates of this method contend that the 
by-products are mere incidents in the production of the regular 
product and that if anything can be realized from the sale of such 
by-products it is miscellaneous income—not a reduction of cost of 
manufacture. The effect of such treatment is to charge the 
regular product with all costs of producing it, without any offset 
for values received from the by-products. The by-products are 
assumed not to have cost anything and receipts from the net sales 
of such by-products are considered all gain. The simplicity of 
this method is its greatest recommendation. If the amount 
realized by the sale of the by-products is relatively small as 
compared to the regular product, this method would have slight 
effect upon costs. 

The second method differs from the first in only one respect. 
Costs of wrapping or packing the by-product and selling costs are 
deducted from the net receipts from its sale and the remainder is 
added to “‘miscellaneous income.” No cost for either labor or 
material is added to the cost of the by-product and no credit is 
made to the manufacturing cost of the regular product for any 
portion of the amount realized from the by-product. This method 
is little better than the first and the added work of keeping the 
shipping and selling costs does not avoid the inaccuracy of the 
costs of the regular product. 

The third method attempts to establish what portion of total 
manufacturing cost goes into the by-product, or what arbitrary 
value should be assigned to it for the portion of costs found in it. 
Under one method the value of the raw material in it is computed 
and considered its cost. In this case, the manufacturing costs 
are credited with this amount and this amount is debited to the 
by-product account. Marketing and selling expenses may or 
may not be added to the cost of the by-product. The difference 
between these costs and the net receipts from the sales of by- 
products is considered as miscellaneous income, or miscellaneous 
expense, as the case may be. 

In some cases the total market value of the by-product is 
credited to the cost of manufacturing regular product and no 
profit is shown from the sale of the by-products. The theory back 
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of this method is that the market price prevails at average cost 
represented in the by-product. Other industries establish a 
standard value for the by-product based on the average selling 
price over a long period of time and credit manufacturing costs 
with by-products produced at this rate. 

It can be easily seen that if the by-product market fluctuates 
sharply the crediting of its market price to manufacturing cost 
tends to obscure the true cost and also to conceal variations in the 
cost of making regular product. If the price is held at a standard 
figure, a profit is apt to be shown on the by-product and the main 
product will be over or under-costed. 

Assume that the manufacturing costs of a company for a 
month are $60,000 before making any adjustment for by-products. 
During this period 100 pounds of one class of by-product are 
produced. 

(a) An arbitrary value of five cents a pound is assigned to the 
by-product: 


DS cnticcnxe bank endecss sen eeeaincatakel $5.00 
Manufacturing expense....................0. $5.00 
I iis a5 54is kh x KARE Cowes ee 1.00 
STN Pere ee ee 1.00 
Ce I SOILD. Soc c ac cuckucsvaunesnncabedauee 6.25 
IE ok oi56o. cd dlesais Manes eywicesses 6.25 
I is tinea. didi ee kis soe sda tiie .25 
ag oO RRR errr ar ieee oh ay 


(b) Total receipts from net sales of by-products are credited to 
cost of manufacture. 


RS nonin ies bcidn sonst xi benbanany eae $6.25 
Manufacturing expense....................... $6.25 

Cathe Bee entity: GOB 3s 6:0 x05 bts inser Oe 8a ROS 6.25 
I, ans tdi denen aniie >and adkaben tae 6.25 


Co-products— Methods of Costing 

Where a plant puts its by-products through processes to make 
co-products, the correct costing of the output presents some real 
problems. In this, as in the case of by-products, several methods 
of costing are in use among the numerous concerns producing 
co-products. 
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One method makes no charge to the co-product for the by- 
product or waste material and hence no credit to the manufactur- 
ing cost of the major product. The co-product is charged with 
labor, processing costs and any added materials necessary to con- 
vert it into the salable co-product. It is also charged with its 
portion of the selling cost. The difference between the receipts 
from the net sales of this co-product and the processing and selling 
costs is considered a miscellaneous profit or loss, as the case may 
be. This may be illustrated by the following journal entries: 


I re eccr hp ds: a.0d dca x dais aia ae iat xx 
ti SebCaans cee h ness cave keane tees xx 
ET a ent a eer ae, epee xx 
I gc ec kerk 88 c's nl & eee peso ie ea xx 

ME OLS crite a ct. a ccaored ovaries xx 
a ida i sad pins wb Me eeae eee xx 

SOE EEO ET xx 
I si hae cp Seca KO Kass ne ah Rh eR ed xx 

i re, ids donne eateeukomeek xx 
P & L (miscellaneous income)................ xx 


This method is used where the by-product is only a minor factor 
in quantity and value and where the subsequent processing and 
selling costs are small enough to have no important effect upon the 
“profit ability” of the industry as a whole. In these cases the 
volume and profit of the main product sales are sufficient to insure 
the success of the industry, and the profit on the co-product is 
considered as a fortunate source of miscellaneous income. 

Under another method some value is fixed for the by-product 
going into the co-product which is the first charge to the latter 
and is credited in like amount to the manufacturing cost of the 
main product. The by-product value may be determined by 
some of the methods already described for establishing the values 
of the by-products sold in that form or the value may be deter- 
mined by working backward from the selling price or a stated 
standard figure of value. 

Suppose that co-product A produced during a certain month is 
all sold for $100. The selling costs charged to it were $10; the 
labor in processing the by-product from which it was made was 
$15, and other manufacturing charges amounted to $5. Ten per 
cent. of the selling price is estimated to be profit. To find the 


280 








By-products, Co-products and Joint Products 








value of the by-product used in producing co-product A, as the 
basis for the credit to the manufacturing costs of the main product, 
the following calculation can be made: 


Selling price yield of co-product..................205- $100 
Deduct estimated profit of 10%. ................0005- 1 
Ee Pe $10 
| _ i  elaeRER P S. MANS-AE PREII 8 yh 15 
Other manufacturing charges................. 5 ® 
Value of by-product produced by main process......... $60 


The journal entry charging the co-product and crediting the 
main product would be: 

CORE. Ao hb dca 4 dine dcatlan dace oad cadens $60 
Manufacturing costs (main product)................ $60 

In opposition to this method it is argued that by-products 
produced in one period are usually not finally made into a by- 
product until a subsequent period and that, if the sales are 
credited to the manufacturing costs in the month when the sales 
are made, a period which did not produce the by-products will 
receive credit for them. 

This argument may be answered in two ways: First, a record of 
the quantity of by-products produced each month can be kept 
and from the average market price of the co-product the by-prod- 
uct unit value can be determined by working backward from this 
figure. The quantity produced multiplied by the unit values will 
determine thecredit to the manufacturing cost of the main product 
for the same period. Second, if the operations are fairly uniform 
and prices are not subject to violent fluctuations, the results from 
period to period will be about the same, and if the amount of the 
credit to the manufacturing cost of the main product is uniform, 
it does not make any difference whether the credit is from by- 
products produced in some prior month or not. 


Joint products—cost problems 


Joint products are produced when a manufacturer by a single 
process or uniform series of processes produces a product of two 
or more kinds, sizes or grades, all of which are of relative im- 
portance and value. The process or series of processes must be 
applied up to the point at which the identity of the products be- 
comes established in order that the products be strictly “‘joint’’. 
An example is the chemical industry where certain chemicals are 
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mixed and put through a series of processes until two or more new 
chemicals are produced. Up to the point where the identity of 
the new products is established the operations are joint—they 
apply as much to the production of one of the products as to the 
other. 

If the products are in fact joint products, the operations are 
joint and the costs can only be applied to each product upon some 
arbitrary basis. One of the most common methods is to average 
the costs on the basis of units of each produced. For example, 
at a joint cost of $120 two products are produced as follows: A, 
180 pounds; B, 60 pounds. The total production is 240 pounds, 
the total cost $120. Therefore, the average cost is $150 a pound 
and the total cost of A is $90 while that of B is $30. 

It is obvious that this method can give satisfactory results only 
under ideal conditions. If the relative quantity of each product 
were nearly the same and if the market values were at almost the 
same level, the average method would have no bad results. But 
let us assume in the case cited that the output of A was 220 pounds 
and the output of B was 20 pounds, total cost remaining the 
same, but that B could sell for $3.00 a pound while all that 
could be realized in a competitive market on A is fifty cents a 
pound. 

By the method already shown, costs of A and B would be: 

A—220 pounds 220/240 of $120 = $110 
B— 20 pounds 20/240 of $120=$10 


110+220=$.50 cost of A 
10+ 20=$.50 cost of B 


Since A is sold for fifty cents a pound, it is being sold at 
manufacturing cost, while on B a gross profit of $2.50 a pound is 
realized. 

Another method of costing joint production is to split the cost 
between the products in the same proportion as the yield realized 
from selling values. This method is in quite common usage and 
works well where the market is wholly competitive and prices are 
not controlled by the producers. The theory back of this method 
is that what the product will yield determines its value as a 
product and this value should then be the basis of the amount of 
the cost which that product must absorb. 

Reverting to our illustration, we have 220 pounds of A at 50 
cents and 20 pounds of B at $3.00 a pound. Let it be assumed 
that the expenses per pound of selling and marketing the product 
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are equal so that no consideration need be taken of this point. 
The $120 cost would be pro-rated between A and B as follows: 


Unit 
Produced selling price Total value Relative value 


Bavidccsdebbasentes 220 $ .50 $110.00 64.7% 
Bss¢censsugeeeanene 20 3.00 60.00 35.3% 


$170.00 100 % 





240 
A—64.7% of $120 =$77 .64 unit cost of A=$ .3529 
B—35.3% of $120 = $42.36 unit cost of B= 2.1185 


$120.00 





One method of pro-rating the joint cost between the products is 
on the basis of theoretical production. A modification of this 
method is used in certain portions of some textile industries. A 
simple illustration of the principle involved is here presented: 

Assume that a concern produces two grades of product, A and 
B, in a single process. The theoretical production for a period 
should be 400,000 units of A and 480,000 units of B. 

Actual production for the same length of time is 450,000 units 
of A and 300,000 units of B. The total production cost is 
$1,680,000. 

If the theoretical production of the two grades were equal, each 
would bear half of the cost of production per unit. But more of 
B than of A is produced. Costs per unit are inversely propor- 
tionate to quantity and hence grade B should bear a smaller por- 
tion of production cost per unit than A. 


480,000 + 400,000 = 1.20 peetonin ratio 
450,000 X 1.20 =540, A on the basis of B 
300,000 X 1.00 =300,000 B 


840,000 production on basis of B 








750,000 actual unit production 
1,680,000 + 840,000 = $2.00 unit cost of production, basis of B 
2.00 X 120=$2.40 unit cost of producing A 


Joint-product and Co-product Operations 

Many industries combine the joint-product and co-product 
features in their operations. For instance the joint operations 
may produce three products, X, Y and Z. Product X and Y 
may be salable as they are produced and each may command a 


good price. Z, however, possesses a better market after it is 
further processed and made into product M. 
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The cost features can best be shown by using an illustration. 
Suppose that the total product consists in weight of 40% of X, 
40% of Y, and 20% of Z, all produced jointly by a uniform series 
of operations, the total cost of which is $5,000 in a certain month. 
Z is converted into product M by additional processing costs of 
$300. The combined production of X, Y, and Z is 10,000 pounds. 
No loss or gain in weight occurs in any of the production. Aver- 
age market value per pound of each product is as follows: X, 
$1.00; Y, $1.25; and M, $.90. Selling and administrative ex- 
penses are uniform for all products, being ten cents a pound. 

The solution as applied in some industries would be: 
































Product Output Market Total 
Cee so Orne 40% — 4,000 1.00 $4,000 
, SOR ae 40%— 4,000 1.25 5,000 
(A a St a 20% — 2,000 .90 1,800 
100% 10,000 $10,800 
Co-product M— 
2,000 pounds—market value $.90 total........ $1,800 
Deduct: 
Selling and admin. exp. @ $.10 per pound..... $200 
eS rarer 300 500 
re $1,300 
X—Yield value (1.00 —.10 selling cost) 4,000 K .90=$3,600 
Y— “ “ (1.25-.10 “ “4,000 X 1.15= 4,600 
,— “a “ 1,300 
$9,500 


Cost of X 3600/9500 of 5,000 = $1,894.74 unit cost $.4737 
*  — “ Y 4600/9500 of 5,000= 2,421.06 unit cost .6053 
“  “ Z 1300/9500 of 5,000= 684.20 


$5,000.00 
Unit cost of Z = (684.20+300) + 2,000 =$.4921 per pound 


A survey of this method shows that it equitably spreads the 
costs over the output. M is considered to have borne its share of 
joint costs in proportion to its yield value after deducting selling 
and subsequent costs. The yield values of X and Y are de- 
termined by deducting from the market value the selling and 
administrative costs. X, Y and Z all having been placed on the 
same basis, the joint costs are pro-rated to them proportionately. 

After determining the proportion of the joint cost to be allotted 
to Z there must be added to it the cost of converting it into co- 
product M, giving a final unit cost of $.4921 a pound. 
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The illustrations used have been purposely made simple in 
order not to obscure the principles in a maze of figures. In such 
industries as artificial-gas production, petroleum refining and 
meat packing, the cost procedure appears extremely complicated, 
but a careful study of the methods used in each case will show that 
the same simple fundamental principles will appear back of each 
mass of figures. 
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EDITORIAL 


When stocks are low and business least 

Taking Stock active the merchant takes advantage 

of the conditions to estimate his profits 

and to determine the value of his inventory. The accountant is 
beginning to learn that this mercantile practice may be applied 
professionally, and during the rather slack days of late summer he 
devotes his attention to estimating what his practice is worth, 
what he has accomplished and, perhaps most important of all, 
what he may expect to achieve in the coming year. In nearly 
every accounting office there comes a time when the number of 
idle hours of the staff is out of proportion to the busy hours, 
and in the greater part of the country this time comes during 
August and September. Many men who have been building 
substantial practices and whose energies have been engaged 
beyond the normal limit since the enactment of federal tax laws are 
beginning to give thought to the future of the profession and are 
setting their houses in order for the inevitable and ultimately 
desirable stabilization of the profession. One hears many com- 
ments upon the decreasing revenues from tax practice and many 
hopes expressed that the ordinary work of audit and investiga- 
tion will so increase in volume that the decline in tax work will 
be compensated. When the first rush of activity following upon 
the confusion and complexity of war taxation was with us there 
were accountants, and many of them, who seemed to feel that the 
extraordinary growth of professional work would be permanent. 
Latterly, however, tax practice has become simplified, the days 
of great fees for small services, which were seized upon with 
avidity by less scrupulous practitioners, are passing, and the 
profession is coming into a region of calm and steady progress in 
ways of substantial prosperity. In all probability there will 
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never be another period so fevered as the years from 1917 to 1921. 
In the absence of some national crisis business may be expected 
to advance slowly and to establish itself as it goes. In process of 
time there may be even less demand for the tax practitioner, and 
the accountant will be called upon to render those services for 
which by tradition and experience he is primarily prepared. 
All this is an indication of health. No profession which thrives 
only upon abnormal conditions can expect to continue. The chief 
warrant for hopes of future prosperity is found in the need for 
accounting advice and service to keep step with the march of 
ordinary business. Great profits have been derived from excep- 
tional activity, and these of course are thankfully received, but 
the true worth of accountancy depends upon its participation 
in the gradual upward growth of business as a whole. These 
facts are beginning to be generally recognized by the profession, 
and as a consequence American accountancy is taking its place 
beside the older and more firmly established professions of law, 
engineering, medicine and the like. No accountant with a proper 
sense of his part in the business world can regret the change from 
sporadic activity to steady and continuing progress, even if the 
financial returns may at times be less than they were in the days 
immediately following the great war. 


Accountancy has been subject to a good 
deal of criticism because of the apparent 
desire of some of its exponents to make 
hay while the sun shines. The idea that a client should pay all 
that the traffic will bear has been evident in some cases. Now, 
however, like Spenser’s jolly mariners, we be come into a quiet 
rode, and we can devote time and thought to the strengthening 
of the position which the profession holds and to the better and 
better equipment of those who practise it. And all this is for the 
good of the order. When men are too busy making money to 
give attention to the method and manner of making it there must 
be danger to the profession. Taken as a whole, accountants have 
been conservative and have observed with an altogether admirable 
consistency the standards which they have set up for themselves. 
The changed conditions are disconcerting only to those who have 
attempted to thrive upon the purely temporary. The great body 
of the profession pursues the even tenor of its way and thinks 
more of the final goal than of the instant profit. 
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The New York Times of September 3rd 
reported an announcement by the 
New York stock exchange that $17,500,- 
000 temporary certificates for a sinking fund bond issue of like 
amount of the Trumbull Steel Company had been stricken 
from the trading list. The bond issue was floated in July 
but the definitive bonds had not been issued. Proceeds 
of the subscription were held by the investment bankers 
because of complications in the affairs of the company. Says 
The Times: 


“This is believed to be the first instance in which so large a bond issue 
has been recalled after having reached the stage of the Trumbull issue. 
The bonds were sold on a when, as and if issued basis, subject to the 
advice of counsel as to legal features. The actual bonds never have been 
delivered, investors receiving interim receipts from the banking syndi- 
cate handling the issue. These interim receipts are being recalled by the 
National City Company and its connections. The money is being repaid 
to investors, with interest. It is believed that all the interim receipts 
will have been turned in and the bond transaction wiped off the books 
soon. . . . The National City Company has made no statement regard- 
ing the situation. A statement from directors of the Trumbull Company 
said the bond issue had been recalled because of discrepancies appearin 
in the balance-sheet on which the loan was based. A new appraisal o 
the company’s properties is being made, and it was said yesterday that the 
merger with Otis and Midland depends on the showing of this audit.” 


The Trumbull 
Steel Co. Case 


There are several noteworthy features of this case which deserve 
attention by the investing public. The whole question of the 
issuance of securities based on a balance-sheet giving effect to 
new financing is a troublous one, and the American Institute of 
Accountants has found it desirable to adopt a committee report 
outlining rather distinctly what such a balance-sheet may contain 
and what safeguards must be provided against the liability to 
misrepresentation or to unintelligible complexity. There are 
times when this kind of balance-sheet is positively required, but it 
is a dangerous implement and in the hand of a careless workman 
may produce highly unfortunate results. The practice has been 
criticized on the ground that the new financing may never be 
consummated. The reply has been that provided a reputable 
and strong house is handling the issue, those who subscribe to 
securities on the faith of the statements submitted will be pro- 
tected. Investors have sometimes fallen between two stools, 
where the company whose securities were offered was unable to 
sustain its representations and the issuing house proved to be 
financially weak. The present incident seems to show that where 
the issuing house is trustworthy the investor is adequately pro- 
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tected. The questions raised in the Trumbull case regarding 
liabilities not known to the directors or auditors are serious, 
but comment on them must be withheld until the facts are 
known. 


While thinking about balance-sheets 
Room For All giving effect to proposed financing let 
us pause for a moment to consider 
another which has recently made its appearance. It is the state- 
ment of future conditions of amanufacturing company—doubtless 
a most estimable company. There is nothing amiss in the pros- 
pectus or the balance-sheet. It conforms to all the conventions of 
Wall street. There is the usual ultra-conservative letter from 
the president. The registrar is a large hyphenated bank and 
trust company. The transfer agent is one of the nation’s great 
banks. Competent lawyers have done their task of review. The 
accounts have been audited by a firm which would not admit a 
status less than prominent. Engineers have performed their 
duties in behalf of the investing public. Everything that the 
Wall street mind has so far devised for the dressing up and 
beautifying of a security issue has been done. And after all this 
we find that the total of liabilities under the head of capital stock, 
after giving effect to proposed financing, is less than $170,000. 
On the asset side accounts receivable appear at less than $50,000, 
of which more than half is ‘‘ pledged to secure loans payable.” 
‘‘Permanent assets”’ reach the stupendous total of more than 
$60,000, and among them is an automobile valued at about $2,000 
‘pledged to secure notes payable.” There was a time not long 
since when possession of an automobile even pledged to secure 
notes payable would have been a token of greatness. Nowadays, 
however, we are not so sure that it is so. But let no top-lofty 
person of great wealth look down upon our humble little company. 
It is doing its best to shine in society. It has learned all the arts 
of polite life in Wall street and we wish it success. To those 
distant and happy critics out in the open spaces, as they say in 
the movies, who think of Wall street as a place where the little 
fellow thrusts not up his head this manufacturing concern is a 
good object lesson. All the pomp and circumstance, siege guns 
and field artillery are brought into play exactly as though millions 
of dollars were involved—and all on account of a friendly little 
chap whose motor car is not yet free and clear. 
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, In the course of his presidential address 

The Question of = 4. the American Institute of A t 
Reciprocity o the American Institute of Account- 


ants, John B. Niven drew attention to 
a rather unsatisfactory state of affairs in reciprocity between 
state boards of accountancy. Most of the states have in their 
laws provisions which will permit the issuance of certificates to 
holders of certificates in other states, but the provisions are not 
even and in application often lead to what seems to be unfairness. 
The ideal provision would permit the authorities of any state 
to issue certificates to persons who had been certified in other 
states wherein the standards of examination, education, etc., were 
considered satisfactory. The question whether similar courtesies 
would be extended in return is really unimportant. Broad- 
minded recognition of all certificates issued after proper investi- 
gation and examination is the only solution of the problems which 
arise in interstate practice. A few states have laws which 
permit the recognition of certificates of other states or provide for 
the registration of accountants whose claims to recognition have 
been accepted in other jurisdictions; but for the most part the 
laws are upon a reciprocal basis, and as a consequence are largely 
inoperative. If aman registered in the state of X seeks registra- 
tion in the state of Z and can only obtain such registration if X 
will extend similar courtesies to registrants of Z there is strong 
probability of an impasse. If, however, the only requirement on 
the part of Z is that the standards demanded by X shall be satis- 
factory, the real purpose of the law will be served. It is perfectly 
reasonable to expect reciprocal courtesies. But to grant courtesies 
to those who will not do likewise indicates a genuine breadth of 
mind. ‘If ye love them which love you what thank have ye?” 


, Obviously, when there are forty-eight 
Differences of seins Are 

Srontionte states, three territories and one district 

having C. P. A. laws there must be a 

wide difference in standards, methods and administration, and it 
is not to be expected that the authorities in any one jurisdiction 
will extend recognition to the certificates issued by all others. 
It is quite certain, however, that out of the fifty-two political 
sub-divisions there must be many whose standards are adequate; 
and the business public as well as the accounting profession will 
be truly served if recognition be granted wherever that can be 
done without a lowering of requirements. The matter is com- 
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plicated to some extent by the constantly changing laws and rules 
governing the registration of accountants. It is almost com- 
pulsory for those who are called upon to determine the qualifica- 
tions of applicants for registration to give consideration to each 
case on its individual merits. This is what the board of exam- 
iners of the American Institute of Accountants does. The 
certificates of no one state are acceptable per se. The board 
investigates the record of each applicant, reviews the examination 
which has been passed and gives consideration to the ability of 
the examiners whose opinion was responsible for the issuance of 
the certificate. Similar procedure might easily be adopted by any 
state board which, under the law, had the right to extend recog- 
nition to accountants coming from other jurisdictions. The 
great point is that there should be no unnecessary restriction 
upon the practice of an accountant whose qualifications are 
approved by any authority which insists upon sufficient knowl- 
edge, fair experience and good character before granting certifi- 
cates. The jealousies which interfere with orderly procedure in 
some states are chiefly the result of a narrow view, but there 
seems reason to believe that this narrowness is passing. So long 
as there is work enough for all qualified accountants it is folly to 
obstruct the development of proper professional spirit and lib- 
erality. And, speaking generally, there seems to be no indication 
that the number of accountants will increase so rapidly as to make 
cut-throat competition or local jealousy even excusable for many 
years to come. What is wanted is a good, broad, gentlemanly 
spirit of professional etiquette not only between men but also 
between states. 


The example set by the American In- 
Spread of ‘ . 

Ethical Rules stitute of Accountants in the adoption 

of certain fundamental principles of 

ethics is being followed by many organizations throughout the 
country and also in other countries. Not many months ago we 
referred at considerable length to the excellent code promulgated 
by the state board of accountancy of Mississippi. All codes 
which have been adopted or are under discussion are interesting, 
but there is ever a danger of falling into a resemblance to a 
sophomoric essay instead of a working plan. A code to be 
effective must be specific in its application. A wide and airy dis- 
cussion of ethical principles is not an enforceable code. In some 
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cases, however, the attempt to go into elaborate detail seems 
rather unwise. For instance, the Bulletin of the American Insti- 
tute of Accountants, published September 25th, contained a 
translation of the code adopted by an organization of public 
accountants in Mexico. There can be no quarrel with the desire 
of the practitioners in Mexico to regulate the profession, and most 
of the provisions in the code are singularly like those of the 
American Institute. In some ways, however, the Mexican rules 
sound more like a price agreement or a trade-union contract than 
a professional utterance. As an illustration, there is a provision 
that members may be expelled who fail to attend ten consecutive 
conventions without justifiable cause. This does not seem to 
involve a breach of ethics so much as a lack of appreciation of good 
fellowship. If a similar rule were to apply in the accounting or- 
ganizations in America and Great Britain, trial boards would be 
kept in continuous session. Another unique provision is that 
those members may be disciplined who are declared guilty by a 
judicial verdict officially handed down of any ordinary offense. 
This may be a rather too literal translation of the Spanish 
which reads: 


“‘Que sean declarados, por sentencia judicial ejecutoriada, responsables 
de la comision de algun delito del orden comun.” 


However, the code as a whole is commendable and its adoption 
indicates an earnest desire on the part of practitioners in the great 
neighboring republic to insist upon the observance of those prin- 
ciples which are more anciently established in older countries. 


Some of our readers have expressed the 
opinion that it is unnecessary for THE 
JOURNAL OF ACCOUNTANCY to devote so 
much attention to the subject of professional ethics. They say 
that we may be accused of protesting too much. This criticism, 
however, does not seem to be well founded. If accountancy is to 
continue, it must be upon a professional basis and no profession 
can exist which is not firmly established upon a foundation of 
ethical procedure. If every man or woman who engages in ac- 
counting work were thoroughly imbued with the thought of pro- 
fessional decency there would be no necessity for a code of ethics 
or for mentioning the subject. One of the most eminent members 
of the profession in the early days said shortly before his death 
that ethics was a state of mind, and without that state of mind 
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no one could be trusted to be ethical. The truth of this assertion 
is so evident that the Institute prefers to set in writing its con- 
ception of what constitutes ethical practice, not necessarily in 
the belief that its members need to be told, but chiefly so that 
those few who are out of the state of mind to which we have 
referred may be shown the error of their ways and be induced to 
conform to right dealing or to withdraw from the organization, 
either voluntarily or by compulsion. It is not an unnecessary 
subject. It is always alive and will be until that perfect day 
when every man who describes himself as an accountant can be 
trusted to think of his neighbor as well as of himself. The es- 
sence of ethics is really the golden rule. 


We learn from a recent issue of The 
Accountant, London, that the first 
chair of accountancy in the British 
Isles has been founded in the university of Glasgow. The pro- 
fessorship has been endowed with a capital fund of £20,000 by 
David Johnstone Smith. It is noteworthy that the development 
of education in accountancy has proceeded all these years in 
Great Britain, which was the source of modern accountancy, 
without the establishment of a department of accountancy in any 
British university. Here in America there are university schools 
in great number doing splendid work for the betterment of the 
profession, and in Canada there has been for some time a similar 
development, particularly in McGill university at Montreal. 
The acceptance by the university court at Glasgow of the endow- 
ment offered by Mr. Smith will doubtless encourage the estab- 
lishment of similar professorships in other British universities. 
It may be years before the ancient traditions of Cambridge and 
Oxford can be stretched to permit recognition of accountancy as 
a profession for which a liberal university should provide educa- 
tional preparation, but even there it is certain that sooner or 
later there will be opportunities comparable to those now provided 
in preparation for admission to older professions. 


Accountancy in 
Glasgow University 


Several correspondents have drawn at- 
tention to an advertisement which re- 
cently appeared in the middle west 
whereby the advertiser offers ‘‘a complete business service con- 
tract, including legal consultation and service, tax consultation, 
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collection service (5 to 15%), accounting and system advice, and 
the balance-sheet audit report as of any date within contract 
period for an annual fee of $75, $10 payable on delivery of con- 
tract and $65 on completion of audit.”” It seems superfluous to 
comment upon this liberal and inexpensive offer. 
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Epitep By StrepHen G. Rusk 
SUMMARY OF RECENT RULINGS 


The 1918 act included in the gross estate subject to the estate tax an 
irrevocable transfer in trust made in 1911, the grantor reserving the income 
during her life, and congress had authority to so provide. (Cleveland Trust 
Co., Executor v. Routzhan, Collector, in U. g district court, N. D., Ohio.) 

A corporation which sustained a net loss for a part of its fiscal year after 
organization may deduct such loss in the succeeding taxable year under the 
act of 1921. (U.S. A.v. Carroll Chain Co., U.S. district court, E. D., Ohio.) 

Where suits are brought for the recovery of estate taxes paid, the district 
court has jurisdiction to try the question of tax liability de novo, without being 
limited to the evidence heard by the commissioner and prejudiced by his 
action. 

Insurance policies on the life of decedent which have been assigned by him 
prior to the passage of the 1918 act should not be included.in the gross estate 
subject to the estate tax. 

Property transferred to a trustee over ten years before the grantor’s death, 
the principal to be paid to the beneficiaries at a specified date, the income in the 
meantime to be paid the grantor for distribution among said beneficiaries, 
should not be included in the gross estate, especially where over five years 
prior to his death, he divested himself of such right of distribution. 

Property transferred in trust over five years prior to grantor’s death, in ac- 
cordance with a long existing plan, should not be included in his gross estate 
subject to the estate tax, especially when the transfer was made before there 
was any such tax. (Fidelity & Columbia Trust Company, Executor, v. Lucas, 
Collector, U. S. district court, W. D., Kentucky.) 

Claims for United States income taxes against a corporation may be pre- 
sented at any time during the pendency of state receivership proceedings and 
before the assets are distributed, although the state court has limited the time 
within which claims may be filed, and the court may not require the Govern- 
ment to compromise. (Reinecke, Collector v. General C tion Company, 
appellate court Illinois, first district.) 

nvested capital under section 326 of the 1918 act may not include so called 
earned surplus until an operating deficit of the corporation has been made up. 
(Milton Dairy Company v. Willcuts, Collector, district court, district of 
Minnesota, third division.) 

A distribution by a corporate dividend occurs when declared, and not when 
soa and dividends declared January 24, 1917, and prior thereto, could not 

ave been from ‘“‘accumulated undivided profits or surplus’’ of that year and 
must be taxed to the stockholder at the 1916 rates under section 31 of the act of 
1916 (added by the act of 1917), although received as late as July 2, 1927. 
(F. H. Mason v. C. F. Routzahn, district court, Ohio, N. D., E. D.) 


TREASURY RULINGS 


(T. D. 3735. July 30, 1925) 


ARTICLE 517: Religious, charitable, scientific, literary, and educational organi- 
zations and community chests. 

Exemption of religious, charitable, scientific, literary, and educa- 
tional organizations and community chests.—Article 517 of regula- 
tions 65 amended. 

Article 517 of regulations No. 65 is hereby amended to read as follows: 

Art. 517. Religious, charitable, scientific, literary, and educational organi- 
zations and community chests.—In order to be exempt under paragraph (6) 
of section 231, the organization must meet two tests: (1) It must be organi 
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and operated exclusively for one or more of the specified purposes; and (2) 
its net income must not inure in whole or in part to the benefit of private 
shareholders or individuals. 

Corporations organized and operated exclusively for charitable purposes 
comprise, in general, organizations for the relief of the poor. The fact that 
a corporation established for the relief of indigent persons may receive volun- 
tary contributions from the persons intended to be relieved will not necessarily 
deprive it of exemption. 

An association whose sole purpose is the instruction of the public, or an 
association whose primary purpose is to give lectures on subjects useful to 
the individual and beneficial to the community, may be exempt as an educa- 
tional corporation, even though such an association has incidental amusement 
features. Associations formed to disseminate controversial or partisan propa- 
ganda are not educational within the meaning of the statute. 

Since a corporation to be exempt under paragraph (6) of section 231 must 
be organized and operated exclusively for one or more of the specified pur- 
poses, an organization which has certain religious purposes, for example, and 
which also manufactures and sells articles to the public for profit is not exempt 
even though its property is held in common and its profits do not inure to the 
benefit of individual members of the organization. 

The words “private shareholder or individual” in the act refer to in- 
dividuals having a personal and private interest in the activities of the 
corporation. 


(T. D. 3741. August 10, 1925) 


Section 402(c), REGULATIONS 37, ARTICLE 24; REGULATIONS 63, ARTICLE 20: 
Reservation of income. 


Estate TAX—REVENUE Act oF 1918—DeEcIsIon oF Court 
1. Gross EstATE—TRANSFERS—TRUsTs INTENDED TO TAKE EFFECT 
AT DEATH. 

Where a donor creates a trust reserving the right to the income 
for life, with power in the trustee to draw at its discretion on the 
principal for her support and maintenance, the value of the property 
transferred was properly included in decedent’s gross estate under 
the provisions of section 402 of the revenue act of 1918. 

2. Estate TAX—CONSTITUTIONALITY—RETROACTIVITY. 

The estate tax levied by the revenue act of 1918 is not a direct 
tax and the inclusion in decedent’s gross estate of property trans- 
ferred prior to the passage of the act, although vesting in bene- 
ficiaries, is constitutional, as the provisions of the act are retroac- 
tive in effect. 

3. DECISION FOLLOWED. 


The decision of the United States circuit court of appeals for 
the sixth circuit (269 Fed., 321, T. D. 3119) followed. 


The following decision of the United States district court for the northern 
district of Ohio, in the case of Cleveland Trust Co., Executor of McBride, v. 
Routzahn, Collector, is published for the information of internal-revenue officers 
and others concerned. 


District CourT OF THE UNITED STATES, NORTHERN DISTRICT OF OHIO 
EASTERN DIVISION 


The Cleveland Trust Co., Executor of the Estate of Harriet E. McBride, plaintiff, 
v. C. F. Routzahn, Collector of Internal Revenue, defendant. 
[July 1, 1925] 


WESTENBAVER, district judge: Defendant’s demurrer to Page ds petition 
raises the question of the liability of the estate of Harriet E. McBride under 
the revenue act of 1918 for the transfer or inheritance tax upon certain prop- 
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erty transferred or conveyed by her in trust prior to the of said act 
On September 30, 1911, Harriet E. McBride executed and delivered to the 
Cleveland Trust Co. a certain trust agreement conveying and assigning to the 
trustee certain real estate, shares of wes bonds, and other property, which 
was to be held, managed, and controlled by the trustee with full power of sale 
and reinvestment. The income derived therefrom was to be paid to Harriet 
E. McBride during her life, with power in the trustee to draw at its discre- 
tion on the principal for her support and maintenance. The beneficiaries took 
thereunder a vested estate not revocable by the donor nor subject to any con- 
tingency except the reserved right to make use of the principal. Harriet E. 
McBride died intestate September 11,1920. Her remaining estate was devised 
and bequeathed by her to persons other than the beneficiaries of this trust 
agreement. The value of the property transferred in trust was included as a 
part of her estate subject to the transfer or inheritance tax and was paid by 
the plaintiff, her executor, from the residue of the estate. This action is to 
recover back that tax paid under protest. All jurisdictional requirements have 
been satisfied. 

Whether the property conveyed in trust was properly included and the tax 
paid lawfully assessed and collected turns on the e proper construction of sec- 
tions 401 and 402 of the revenue act of 1918, enacted February 24, 1919. 
Plaintiff's counsel does not seriously challenge the proposition that section 
402(c) intended that this property should be included. The contention, rather, 
is that congress did so intend but that the retroactive provisions of said {section 
are in violation of the provisions of the United States constitution, The 
language of the section requires to be included any interest of “‘which the 
decedent has at any time made a transfer, or with respect to which he has at 
any time created a trust, in contemplation of or intended to take effect in 
possession or enjoyment at or after his death; whether such transfer or trust 
is made or created before or after the passage of this act.” Bona fide sales 
for fair consideration in money or money’s worth are excepted. The section 
further provides that any transfer in the nature of a final disposition or dis- 
tribution, made by the decedent within two years prior to his death without 
such consideration, shall, unless shown to the contrary, be deemed to have been 
made in contemplation of death. 

This language, in my opinion, covers the facts of this case. It is not sus- 
ceptible of a prospective construction, i. e., applicable only to trusts created 
after the statute was enacted. The legal question is therefore, in my opinion, 
correctly apprehended by plaintiff's counsel. 

The argument seems, in substance, to be aside. The tax as applied to the 
facts of this case is not a tax upon a transfer of pro oy or upon the trans- 
mission of property or a tax incident to succession death, the amount of 
which tax is to os measured by the value of certain property. On the contrary, 
it is urged that the tax is a direct property tax upon property owned and 
acquired by the beneficiaries under the trust prior to the enactment of the 
law, and is unconstitutional because not apportioned as is required by the 
United States constitution. Many weighty reasons are urged in support of 
this contention. Counsel for the plaintiff and defendant have reviewed fuliy 
all the decisions of the United States supreme court and of state courts of 
last resort and of inferior federal courts. Due consideration has been given 
thereto, but I deem it unnecessary to go over the ground fully in this opinion, 
for the reason that I am convinced the questions relied on by plaintiff are 
ruled adversely to its contention by the decision of the sixth ———- court 
of appeals in Shwab v. Doyle (6th C. C. A., 269, Fed., 321 (T. D. 3119)), by 
which this court is bound. 

Shwab v. Doyle arose under the revenue act of 1916. The pro oe has 
been transferred in trust prior to its enactment, and the donor’s deat 
taken place after it went into effect. It was held that the corresponding pro- 
visions of the revenue act of 1916 pee x transactions taking place before 
its passage and that the : ae was not subject to any constitutional infirmity 
by reason thereof. In substance, the considerations now urged inst the con- 
stitutionality of the revenue act of 1918 were urged then and duly considered 
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and held ineffective. Upon review, the United States supreme court [T. D. 
3339, C. B. 1-2, 312] differed only from the circuit court of appeals in that it 
was held the provisions of the revenue act of 1916 were not intended to be 
retroactive but to apply only to transactions taking place after it was passed. 
In no other respect was the reasoning of the court below disapproved. Inas- 
much as the revenue act of 1918 has inserted apt language, showing conclu- 
sively the intention that its provisions should apply retroactively to transac- 
tions taking place before its passage, the decision of the sixth circuit court 
remains the law within this jurisdiction and must be applied by me. 

This conclusion disposes of the case, but a few observations may be made 
with respect to later decisions of inferior federal courts in cases arising under 
the revenue act of 1918. These decisions are in conflict. In Safe Deposit & 
Trust Co. v. Tait (295 Fed., 429 (T. D. 3544) [C. B. III-1, 470]) district judge 
Soper followed and applied Shwab v. Doyle to a case arising under the revenue 
act of 1918 in which the facts are indistinguishable from the facts of this case. 
In Shukert v. Allen (300 Fed., 754 (T. D. 3614) [C. B. III-2, 377]) district 
judge Woodrough held the revenue act of 1918 applicable to a transfer in 
trust made prior to its passage and that the act so construed was not subject 
to any constitutional infirmity. I am advised that Judge Woodrough’s judg- 
ment was affirmed by the eighth circuit court of appeals May 16, 1925 (T 
3729, Bulletin [V-30, 9], but the opinion has not yet appeared in the Federal 
Reporter and no copy thereof has been furnished to me. Mercantile Trust 
Co. v. Helimich (T. D. 3545) [C. B. III-1, 473]) is cited to the same effect, but 
no copy of the opinion has been furnished. 

Opposing, is cited and relied on by plaintiff Frick v. Lewellyn (298 Fed., 803), 
decided by district judge Thompson, in which it is held the provisions of the 
revenue act of 1918 are retroactive as applied to moneys derived by benefi- 
ciaries in insurance policies, but that so construed the act is unconstitutional. 
On review, the United States supreme court, May 11, 1925 [T. D. 3715, Bul- 
letin I[V—24, 6], affirmed this judgment, holding that section 402 (f) of the act 
was to be construed prospectively and not include the avails of insurance poli- 
cies taken out in the name of beneficiaries prior to its passage. This holding 
was made on authority of Shwab v. Doyle (258 U. S., 529 (T. D. 3339) [C. B. 
I-2, 312]) and the difference in language between 402 (c), pertaining to trans- 
fers of property in trust, and 402 (b), pertaining to insurance policies is so 
different as plainly to require this conclusion. In addition it may be said that 
the avails of life insurance policies never were a property interest in the in- 
sured in the sense that section 402 (c) is applied to property in which the donor 
once had an interest and had made a transfer or created a trust in contempla- 
tion of or intended to take effect in possession or enjoyment at or after death. 

In this respect the cases are distinguishable upon the facts. Coolidge v. 
Nichols (4 F (2) 112), decision by Brewster, district judge, January 28, 1925, 
is also cited and relied on by plaintiff's counsel. The reasoning o of the judge 
supports plaintiff's contention but the facts are not parallel. The pro 
was transferred to a trustee with the income during life reserved to the donor 
and the principal payable to certain beneficiaries at or after death. Prior to 
the passage of the revenue act of 1918 the donor and life beneficiary had 
transferred ali interest therein to the remaindermen. The death of the life 
tenant did not take place until more than two years had elapsed after the last 
transfer, so that the transaction wow 8 not one presumptively made in contem- 
plation of death and could be brought within the statute only by affirmative 

roof that it was made in cantninaiation of death. After the life beneficiary 

ad transferred her interest to the remaindermen a naked or dry trust was 
left in the trustee. It seems to me that whatever may have been the nature of 
the transfer when the trust was first created it had ceased to be a trust created 
to take effect in possession or enjoyment at or after the death of the donor 
when the donor relinquished her remaining interest, and that it took effect in 
possession and enjoyment at that time and not at or after death. The case 
might well have been disposed of, it seems to me, on this view. 

Girard Trust Co. v. McCaughn (3 F (2) 618), decided by district judge 
Dickinson December, 1924, is also cited and relied on. Upon the facts it is in 
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point and the judgment rendered is in conflict with the conclusion to which 
I have come. Judge Dickinson does not hold that the retroactive provisions 
of section 402(c) are unconstitutional but does construe its provisions as ina 
plicable to a trust created before the act was passed, under which transfer the 
beneficiaries acquired a vested estate in remainder. In that situation he is of 
opinion that the trust takes effect in possession or enjoyment at the time the 
estate in remainder is vested in law, and not at the time the estate therein of 
the life tenant terminates and the physical possession and beneficial enjoyment 
is cast upon the remainderman. ‘This construction of the statute has not been 
insisted on by plaintiff's counsel, and it does not seem to me to be tenable. 

The foregoing are all the cases to which my attention has been called, and 
I am of opinion that plaintiff’s counsel have correctly apprehended the ultimate 
question of law upon which this controversy turns. Plaintiff is entitled to 
relief only upon the view that the tax is not in substance an indirect or excise 
tax upon either the right to transmit or the right to succeed to property but is 
in substance and effect a direct tax upon the property transferred and is there- 
fore invalid because not apportioned, or is such an arbitrary exaction as to be 
in excess of the power conferred upon congress by the constitution. Iam not 
able to assent to any of these views because of the binding decision of the 
circuit court of appeals of this circuit to the contrary in Shwab v. Doyle, the 
authority of which in this forum remains unimpaired. 

Defendant's demurrer will be sustained. If plaintiff elects to stand upon its 
petition as framed, final judgment will be entered. 


(T. D. 3742. August 12, 1925) 
ARTICLE 1381: Interest on judgments. 
PRACTICE AND PROCEDURE—DECISION OF COURT 
1. AcTIONS—J UDGMENTS—INTEREST—INTERNAL REVENUE TAXES. 


A collector of internal revenue is not liable in an action of assumpsit 
for additional interest claimed to be due on a judgment recovered 
against him where certificate of probable cause under section 989, 
Revised Statutes, has issued and the principal amount of the judgment 
with interest to date of final judgment has been paid. 


2. SAME. 


_ Interest, in internal-revenue tax cases, runs to the date of final 
judgment and not to the date of payment of the judgment. 


The following decision of the United States district court for the northern 
district of Ohio, in the case of White v. Weiss, collector, is published for the 
information of internal-revenue officers and others concerned. 


District CouRT OF THE UNITED STATES FOR THE NORTHERN DISTRICT OF 
Ox10, EASTERN DIVISION 


John G. White, plaintiff, v. Harry H. Weiss, collector of internal revenue, 
defendant 
[July 3, 1925] 

WESTENHAVER, Judge: Plaintiff has filed herein, on March 6, 1925, a motion 
for further relief in collection of an alleged balance unpaid on judgment here- 
tofore rendered. The action originally was one to recover back income tax, 
paid under protest, alleged to have been unlawfully assessed. On March 31, 
1922, judgment was rendered in plaintiff's favor for $8,126.43, which sum in- 
cluded interest previously accruing on the payments as made. A certificate of 
probable cause was applied for and issued at the time this judgment was ren- 
dered. An appeal was prosecuted to the circuit court of appeals, resulting in 
an affirmance; and on a writ of certiorari the United States supreme court 
took jurisdiction and affirmed the judgment of the lower courts. See Wise v. 
Stearns (265 U. S., 242; T. D. 3609 [C. B. III-251]). Upon coming down of 
the mandate, judgment was entered thereon in this court for said sum of 
$8,126.43, and the costs in all courts, to draw interest at the rate of 6 per cent 
per annum from the 7th day of February, 1922, the date of the entry of the 
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original judgment, until paid. A further certificate of probable cause was 
applied for and issued at the time of entering the judgment. 

Upon application made in conformity to t the regulations of the treasury de- 
partment and the commissioner of internal revenue, the judgment and costs 
as entered, with interest to July 14, 1924, was paid. It is plaintiff's contention 
that he was entitled to interest until date of payment. It is the contention 
of the district attorney and solicitor for the commissioner of internal revenue, 
conducting the defense, that plaintiff is not entitled to interest except to July 
14, 1924, the date of the final judgment, which, it is said, accords with the 
rule settled and established in Shell v. Cochran (107 U. S., 625) 

Plaintiff by his motion asks, first, an order requiring the proper officials of 
the United States treasury to allow and pay the sum of $307.44, the amount 
of interest accruing from July 14, 1924, to March 3, 1925; or, second, in the 
alternative, that execution be awarded against the ‘defendant personally for 
said unpaid interest. Elaborate briefs have been filed. Due consideration has 
been given to the arguments advanced and to the authorities cited. My con- 
clusions will be stated for information of counsel, without elaboration. 

Obviously, the first branch of the motion is not within the jurisdiction of 
this court. The officials against whom the order is asked are not parties to 
this case and are not within the reach of its process. The relief sought by 
the second branch of the motion is expressly prohibited by statute. See Re- 
vised Statutes, section 989; U. S. Comp. Stats., 1916, section 635. After judg- 
ment rendered against a collector, as was defendant, for recovery of money 
exacted by or paid to him, and by him paid into the treasury in performance 
of his official duty, the court may certify that there was probable cause for 
the act done by the collector or other officer, or that he acted under the di- 
rections of the secretary of the treasury or other proper officer of the gov- 
ernment. When this certificate is applied for and made, the statute forbids 
the issue of execution on the judgment against the collector, and requires the 
amount so recovered to be paid out of the proper appropriation from the 
treasury. This section is in that chapter of the Revised Statutes regulating 
execution upon judgments. The authorities seem to be uniform that no execu- 
tion may issue after this certificate is allowed. See Smietanka v. Indiana 
Steel Co. (257 U.S., 1, 5 [(Ct. D. 17, C. B. 5, 251]); Sage v. United States (250 
U. S., 33, 37); Shell v. Cochran (107 U. S., 625); United States v. Sherman (98 
U. S., 565); White v. Arthur (10 Fed., 80, 83); Nichols v. Gaston (ist C. C. A.) 
(281 Fed., 67, 70). 

The constitutional powers of congress so to provide in matters pertaining 
to official acts under color of authority, particularly in matters pertaining to 
the collection and disbursement of taxes and revenue, do not seem to me 
to be open to question. It rests upon the same basis as the right of congress to 
prohibit an action against a collector in such matters until after application 
has been made to the commissioner of internal revenue for a refund of the 
money so collected, or its power to prohibit the granting of ye injunction to 
restrain the collection of a tax uniawfully levied or assessed and remitting 
the taxpayer to an action at law to recover the same back after having first 
applied in the prescribed manner fora refund. The law in this respect appears 
also to be beyond dispute. In addition to the cases above cited, see Cary v. 
(2 W. G — 236); Curtis v. Fielder (2 Black, 461, 479); Collector v. Hubbard 

12 Wall., 1). 

These views require a denial of plaintiff's application in its entirety. Any 
opinion expressed as to plaintiff’s right to interest between date of final judg- 
ment and actual payment can be te a dictum, but I deem it my duty toadd 
that settlement was made with the plaintiff in accordance with what appears 
to be the settled practice of the accounting and disbursing officers of theUnited 
States, and in accordance with what seems to be the settled law. See United 
States v. Sherman (98 U. S., 567, 568); Shell v. Cochran (107 U. S., 625); 
White v. Arthur (10 Fed., 80, 83); Angarica v. Bayard (127 U. S., 251, 260); 
United States v. North Carolina (136 U. S., 211, 216). 

Plaintiff’s motion will be denied. An exception may be noted. 
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[Note.—The fact that these solutions appear in THE JOURNAL OF ACCOUNT- 
ANCY should not lead readers to assume that they are the official solutions of the 
board of examiners. They are merely the expression of the opinion of the 
editor of the Students —epartment.] 


EXAMINATION ON ACCOUNTING THEORY AND PrRAcTICE—Part II (Concluded) 
May 15, 1925, 1 P. M. T0 6 P. M. 
No. 3 (10 points): 
What is meant by “budgetary control” in business? State definitely some 
of its advantages. 


Answer: 


The editor takes the liberty of quoting the following from Mr. J. O. McKin- 
sey’s excellent book on budgetary control: 
‘Budgetary control involves the following: 

‘1. The statement of the plans of all the departments of the business for a 
certain period of time in the form of estimates. 

‘“‘2. The codrdination of these estimates into a well-balanced programme 
for the business as a whole. 

‘3. The preparation of reports showing a comparison between the actual 
and the estimated performance, and the revision of the original 
plans when these reports show that such a revision is necessary. 

‘Budgetary control is urgently needed in administrative control for two 
purposes: 

“1. As a means of codrdinating the activities of the various functional 
departments. 

“2. As a basis for centralized executive control.” 


No. 4 (0 points): 

You are called into consultation by the president and general manager of the 
Women’s Retail Stores Corporation and told that although the company has 
been “marking up”’ all its merchandise 66} cent, yet at the close of the 
year it is surprised to learn of a loss, a substantial profit being expected. 

The president lays stress on the point that the “mark up” (663%) is “‘enor- 
mous”’ and that the operating expenses are not excessive. 

What is your opinion of the president’s statement? 


Solution: 


While a reasonable and sufficient mark-up is necessary to every successful 
business, an adequate volume is also vital. It may be that the very ‘‘enormous- 
ness” of the mark-up has resulted in a small volume of sales in a competitive 
market, and a consequent insufficiency of gross profit to meet the expenses. 

It is also possible that, although the original mark-up has been 663%, there 
have been subsequent mark-downs which have affected the sales price. The 
name of the concern suggests that it may have been engaged in selling women’s 
ready-to-wear garments, in which the style element dominates. Because: of 
the rapid and extreme changes in styles, patterns and materials from season to 
season, stocks must be sold to avoid carrying them over to a succeeding seavon 
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when they would be unmerchantable. The clearance sales at the end of each 
season may have resulted in a margin of gross profit considerably less than the 
original mark-up. 

Discounts on purchases range from 2% to 10% in this line, and average 
about 54% on the yearly purchases. A business in this line which is not in a 
position to take these discounts can not expect to succeed in competition with 
other concerns which can take the discounts. 

One of the common ways in which business men deceive themselves as to the 
profitableness of their businesses is by computing the rate of gross profit on the 
basis of cost while computing the rate of expenses on the basis of sales. To 
illustrate, assume the following figures: 


IE Fees ie kee Mee ee $25,000 
eee ee ey 15,000 
cS aos whidawd we sae bine taeeanen $10,000 
ice Soke nck stance so che dpe a er eee nes 12,500 
NN, 23 og poe uietr cr waestnk sedan patna $2,500 


The merchant who writes up his merchandise from $15,000 to $25,000 in order 
to make a gross-profit rate of 663 per cent (on cost) and thinks that this will 
leave a net profit because the expenses are 50 per cent (on sales) is not as 
exceptional as might be assumed. 


No. 6 (14 points): 

Brown and Green entered into a joint adventure. 

On May 1, 1924, they purchased 5,000 tons of coal in Philadelphia at $4 per 
ton, f.o.b., for which they gave notes on May 10th for one-half at 3 months and 
for the other half at 6 months. The coal was shipped to Mexico City on May 
15th, the freight, etc., amounting to $5,000. 

A joint banking account was opened on May 10th, each party contributing 


The freight was paid for by cheque on May 20th and on May 25th a cheque 
was drawn for $1,000 for charges at Mexico City. 

The coal was sold at $7 per ton and the proceeds used to purchase a cargo of 
timber, which was shipped to Philadelphia. Freight and other charges 
thereon, amounting to $3,750, were paid by cheque June 30th. 

During July four-fifths of the timber was sold for $32,000. This was re- 
ceived and paid into the joint account, August 2nd. 

In order to close the transaction, Brown agreed to take over the remaining 
one-fifth at cost price including freight and charges and he paid a cheque for 
this into the joint account, August 10th. 

The first note fell due and was paid August 13th and on the same day the 
other note was paid under discount at the rate of four per cent per annum. 

Prepare accounts showing the result of the foregoing transactions, disre- 
garding interest on capital contributions. 


Solution: 

The problem requires accounts showing the results of the venture transac- 
tions, but does not specifically call for joint venture accounts in the technical 
form so called. The entries in the following accounts record transactions 
which can be traced by numbers to the following explanatory list: 

1. Coal purchase on account, 5,000 tons @ $4.00 per ton. 
2. Notes given in payment of above open account. 
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3. Liability for freight on coal shipment to Mexico City. 
4. Bank account opened and charged with investments of $6,000 by each 
of the participants in the venture. 
5. Freight bill paid. 
6. Additional charges at Mexico City paid. 
7. Coal sold for $35,000 in cash. 
8. Timber purchased with proceeds of coal sold. 
9. Freight on timber paid. 
10. Sale of four-fifths of timber for $32,000. 
11. Receipt of cash for above sale. 
12. Sale of remaining timber at cost plus charges. 
13. Payment of note of $10,000 due August 10th. 
14. Payment of note due November 10th at discount of $100. 
15. Transfer of costs, revenue and expenses to coal venture profit and loss 
account. 
16. Distribution of profit arising from coal venture. 
17. Transfer of costs, revenue and expenses of timber venture to timber 
venture profit and loss account. 
18. Distribution of profit arising from timber venture. 
19. Cash disbursed to participants. 


Coal Purchases 
1924 1924 
Sree eer (1) $20,000 Aug.— P.&L........ (15) $20,000 
Accounts Payable 
1924 1924 
May 10 Notes payable (2) $20,000 May 1 Coal......... (1) $20,000 
We Ms oe kc se (5) 5,000 15 Freight, etc.... (3) 5,000 
$25,000 $25,000 
Notes Payable 
1924 1924 
pe Se re (13) $10,000 May10 Due Aug. 10... (2) $10,000 
13 Cash and 10 Due Nov. 10... (2) 10,000 
discount (14) 10,000 
$20,000 $20,000 
Freight and Miscellaneous Charges 
1924 1924 
May 15 Coal to Mexico Aug. 10 Saleto Brown (12) $750 
ee (3) $5,000 10 Coal P. & L... (15) 6,000 
20 Charges at — Timber P. & L. (17) 3,000 
Mexico City (6) 1,000 
June 30 Timber....... (9) 3,750 
$9,750 $9,750 
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Bank Account 


1924 1924 
May 10 Investment.... (4) $12,000 May 20 Freight....... (5) 
— Saleofcoal.... (7) 35,000 20 Freight— 
Aug. 2 Saleoftimber.. (11) 32,000 Mexico City .. (6) 
10 Sale of timber- 20 Timber purchase (8) 
Brown....... (12) 7,750 June30 Timber freight .. (9) 


Aug. 13 Note payable.. (13) 
13 Note payable.. (14) 


— Brown....... (19) 
— Green........ (19) 
$86,750 
BROWN—CAPITAL 
1924 1924 
Aug. — Cash......... (19) $11,050 May10 Cash......... (4) 
Aug. — Profit—Coal .. (16) 
— Profit—timber (18) 
$11,050 
GREEN—CAPITAL 
1924 1924 
Aug.— Cash......... (19) $11,050 May1i10 Cash......... (4) 
Aug. — Profit—coal... (16) 
— Profit—timber (18) 
$11,050 
Coal Sales 
1924 1924 
Aug.— P. & L........ (15) $35,000 May— ............. (7) 
Timber Purchases 
1924 1924 
DP cccncavdueend (8) $35,000 Aug.— P. & L........ (17) 
Timber Sales 
1924 1924 
Aug. — P. & L........ (17) $39,000 July— ............. (10) 
Aug. 10 Brown....... (12) 
$39,000 
Accounts Receivable 
1924 1924 
July Timber sales... (10) $32,000 Aug. 2 Cash......... (11) 
Earned Discount on Notes Payable 
1924 1924 
Aug.— P. &L........ (15) SP MED -kasccccessees (14) 
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$5,000 


1,000 
35,000 
3,750 
10,000 
9,900 
11,050 
11,050 


$86,750 


$6,000 
4,550 
500 


$11,050 


$6,000 
4,550 
500 


$11,050 


$35,000 


$35,000 


$32,000 


7,000 


$39,000 


$32,000 


$100 
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Profit and Loss—Coal Venture 
1924 1924 
Aug. — Purchases..... (15) $20,000 Aug.— Sales......... (15) $35,000 
Freight, etc.... (15) 6,000 Discount..... (15) 100 
Profit—Brown (16) 4,550 
Profit—Green (16) 4,550 


$35,100 $35,100 


Profit and Loss—Timber Venture 
1924 1924 
Aug.— Purchases..... (17) $35,000 Aug.— Sales......... (17) $39,000 
FOU... é00cs (17) 3,000 


Profit—Brown (18) 500 
Profit—Green (18) 500 


$39,000 $39,000 
STATEMENT OF APPLICATION OF FUNDS 


Readers of this department may recall that some space has been devoted in 
recent issues to the question of the statement of application of funds. Some 
differences of opinion were expressed, but on one point at least there was 
complete accord; namely, the hope that suggested forms might be suggested 
by readers of THE JOURNAL OF ACCOUNTANCY which would be an improve- 
ment upon the traditional form of the statement. 

The editor is glad to be able to print in this issue two letters dealing with 
this subject, and regrets that their publication has necessarily been delayed 
for several months while the space in this department was devoted to solutions 
to the Institute examination questions. As it is desired that any further 
discussion of this subject shall not be in any sense controversial, it has seemed 
to the editor advisable to omit any editorial comments on the suggested forms. 
Further communications on the subject will be welcomed. 

The first of the following letters was addressed to the editor of THE JOURNAL 
or ACCOUNTANCY and was submitted before the appearance in the Students’ 
Department of the invitation for communications on the subject. 


Editor, The Journal of Accountancy: 

Through an article in the “y | 1925 issue of THE JOURNAL OF ACCOUNTANCY, 
commencing on page 424, by hey tee ” Esquerré, attention is directed to 
a problem which was submitted at the CP. A. examination on May 18, 1921 
and for which a solution by H. A. Finney (editor of your Students’ Department) 
appeared on page 64 (et seq.) of the JOURNAL for July 1921. 

The requirements of the problem were, “Pre a statement of resources 
and their application for the twelve months ended December 31, 1920, using 
the following data.” 

There was appended at this point a comparative balance-sheet together 
with other information quoted below. 

‘Following is an abstract of the surplus account: 


NG NR Bao 6 6dn. 460s cb ccteviciearversysssecanes . $23,600 
© RE ee HI 6 a dv ban 0 0dg%sbbusceecnchonenkseeeae 8,950 
© ES CES CO Sad 8.6 nc cc nweccceesansenatsancaias 30,000 

WEE oc ccd es svitwhidestasdiebiacdieveseena $62,500 
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“Deduct credit to reserve for construction.................. $4,000 
“Deduct dividends paid December 31, 1920................ 15,000 19,000 
a ae $43,550 
“‘Depreciation was provided during the year as follows: 
“Credited to reserve for depreciation, buildings and machinery.... . $10,000 
mic titi(‘i‘;‘*C RR RR I en A tea ; 
ss cacnheces skeseewne heakuuenenekers 2,000 


“During the year machinery which cost $7,000 was sold for $6,000. The 
loss was absorbed in the reserve for depreciation.” 

To avoid a repetition of account titles and balances and thus save space, the 
balance-sheet in its original form is here omitted, and the same titles and bal- 
ances are herein combined in the form that here follows in order to furnish such 
information as is hereinafter referred to. 














Comparative Balance-sheet Statement A 
Dec. 31, Dec. 31, Decrease Increase 
1919 1920 
Assets 
ei ae ad a whe awa $5,000 $1,800 $3,200 
Accounts receivable........... 30,000 32,000 $2,000 
| EEE ere 12,000 14,500 2,500 
Goods in process.............. 16,000 17,500 1,500 
a errr rere 21,000 19,000 2,000 
yo Se 70,000 100,000 30,000 
SE eh re eee oe 115,000 170,000 55,000 
eae i sraatarn grata 90,000 100,000 10,000 
eee 26,000 23,000 3,000 
ee aay ak ae 30,000 28,000 2,000 
Discount on bonds............ 2,000 2,000 
Investment in stocks.......... 25,000 25,000 
Advances to salesmen.......... 500 1,000 500 
Unexpired insurance........... 300 250 50 
po ere $440,800 $509,050 $35,250 $103,500 
Valuation Reserves 
Reserve for depreciation ....... 20,000 29,000 9,000 
Reserve for bad debts ......... 1,200 1,500 300 
(g) $21,200 $30,500 $9,300 
Liabilities 
Aocoumte povallle. .......06sesss $35,000 $10,000 $25,000 
ED 5 sic cccnccescoaes 25,000 5,000 20,000 
NS aiid cine aw 4 cae eer 20,000 20, 000 
Sy ain 5ici0ocica cleans 200,000 300,000 100,000 
Total liabilities (h) ....... $280,000 $315,000 $65,000 $100,000 
Proprietary Interests 
I lc cg Pauls wae’ $100,000 $100,000 
Ces, ae are rere 23,600 13,550 $10,050 
Surplus from appreciation... ... 30,000 30,000 
Reserve for ccnastruction....... 16,000 20,000 4,000 
We tesieceancds. $139,600 $163,550 $10,050 $34,000 
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Recapitulation 

Dec. 31, Dec. 31, 

1919 1920 

Total assets (f) above.......... $440,800 $509,050 

valuation reserves (g) 

hc ceckabaekstemaa 21,200 30,500 

Depreciated assets......... $419,600 $478,550 

Total liabilities (h) above...... 280, 315,000 
Net assets (i) above....... $139,600 $163,550 $23,950 Net increase 


Note.—The proprietary interests shown at (i) above correspond in amount 
with the net assets shown under “‘recapitulation.” 

Let me here interpolate that it is not the purpose of this article to hold 
strictly to the requirements of the problem; but rather, by using all of the in- 
formation contained therein, to bring out some of the possibilities of similar 
conditions, and refer to ideas which the matter so far published regarding it, 
have suggested. 

The problem calls for “‘a statement of resources and their application,” which 
is not an unusual way of handling such matters, but would not the form in 
which the question is worded indicate—literally—that the application of all 
resources was asked for? Have either of the solutions given, met these re- 
quirements? It is herein submitted that they have not. 

As one example of failure to show how some of the resources have been ap- 
plied, let us consider the item of cash. Cash is not only a resource but one 
of the most important, and yet the application of the total that was available 
throughout the year has received no consideration whatever except in the 
amount of $3,200, which represents the variation between the opening and the 
closing balance of this account. It is however, a reasonable conclusion that 
cash was applied in large amounts to the reduction of liabilities as well as to the 
increase of certain assets, and while cash may be considered as only a medium 
of exchange, it was in fact a resource applied in various important ways. Other 
cases wherein the book values may have possibly been changed during the year 
are those through entries which may have affected assets or liabilities, or assets 
and liabilities, and which may also have been of considerable importance. 
Such matters as the foregoing have not been explained through the state- 
ments which indicate through their titles that they show the application of 
all resources. 

Objections are therefore offered to the usual form of putting such questions, 
which call for information that is practically impossible to completely explain, 
in addition to the lack of value that such information would have even if it 
were given complete. 

Viewing such cases from the standpoint of the client, it is herein contended 
that it would be of more interest to him to know through a statement of facts, 
the manner in which his profits have been applied, and in what amount his various 
assets and liabilities have increased or decreased in their closing balances; all of 
which it is possible to determine. 

In a continuous experience of twenty-four years in public accounting the 
writer has never made use of such a form of statement as the question at issue 
calls for, and has so avoided it for the reason that he would not expect the aver- 
age client to understand it, and also because he believed that so many variations 
were possible in its making that it was of somewhat doubtful requirements. 
The variation shown in the two solutions so far given by prominent accountants 
would seem to verify the above conclusion. 

Another objection here offered relates to the classification of items and the 
use of certain terms. 

In the original question and the solution by Mr. Finney there is included 
under the caption of “liabilities”, accounts representing reserves, capital 
stock and surplus. Why introduce the feature of perversion in the use of words 
which have such a definite meaning? Neither reserves, capital stock, nor 
surplus represent liabilities. They do not call for payment, nor are they 
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subject to collection; while even the particular reserves so included as liabilities 
are not of the same nature. The ones who so use them will doubtless agree 
with me that they are not liabilities simply because they are credit balances. 

Referring now to your editor’s solution in the July 1921 issue of the Jour- 
NAL and his “‘schedule of working capital”. He has overlooked the fact that 
while the listed assets and liabilities have increased and decreased as therein 
stated, there was also introduced an itern of $300 during the period to provide 
for bad accounts, as a credit to reserve for bad debts. When this is considered 
as a valuation reserve, which it is, the working capital would show an increase 
of $65,500 instead of $65,800 as there stated. 

Under “‘funds provided” in his statement of application of funds, would it 
not be reasonable to enquire how depreciation and provision for bad debts of 
$17,300 had resulted in the creation of any funds which could be applied to 
purchases as there shown below? And in the same section there is shown funds 
provided from the issue of bonds of $98,000 when inasmuch as the $2,000 dis- 
count has been capitalized, they produced, theoretically, $100,000. 

To both solutions referred to there seems to be one general objection, and 
that is that neither of them demonstrate a consecutive line of reasoning from 
start to finish, calculated to connect one statement with the one that follows, 
and thus prove all conclusions. 

Both solutions, under “application of funds”’ include $8,950 as ‘‘net profits 
before providing for depreciation and bad debts”. My opinion is that this net 
profit was arrived at after the named provisions had been made. 

If such statements were submitted to the average client it is doubtful whether 
they would understand, appreciate or derive any information from them of 
practical value. 

The principles which the writer herein recommends for presenting statements 
to cover the possibilities of such problems are applied in a way to answer the 
following questions: 

ist. How have the net profits been applied? and 

2nd. How have the net assets been affected? 

This, I believe, is a more reasonable question and one which can be strictly 
complied with and also furnish more interesting information of value. 

The preceding statement A is so made as to show first—the assets; second, 
the valuation reserves; third, the liabilities; and fourth, the proprietary inter- 
ests. Following these sections a “recapitulation”’ shows total assets, depre- 
ciated assets, liabilities, and net assets. 

Such a statement is submitted as being more intelligible to the average client 
by showing in one item the amount of his net capital, instead of confusing with 
such a statement the proprietary account balances, which in themselves fur- 
nish the same information in net capital. Being here presented in comparative 
form, the differences between the opening and closing balances are made use of 
in statement B, which here follows: 


Statement B 
To determine the final net increase of net assets 


Deferred charges Net increase Section 1 
Assets increased 
Advances to salesmen...............0ee08 $500 
Assets decreased 
RUINED. oo onc cic ccccdecincmers 50 
| eer $450 
Fixed assets Net increase Section 2 
Assets increased 
Land, through appraisal.................. $30,000 
III, oo os cciorvescsscoces $55,000 
Machinery purchased..................-. 17,000 
$72,000 
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rr ee $6,000 
654 0.4 do wenceensess es 1,000 
Credited machinery acct................ $7,000 7,000 
$65,000 
ee 8 Re eer eee $10,000 
Loss charged depreciation reserve......... 1,000 
Net credit €0 TOSGPVE. .. ccc cc cccccces $9,000 9,000 
Net increase in B. and M............. $56,000 56,000 
DS 6k aiecrod ep eess car $86,000 
Assets decreased 
Tools written off (decrease)............... $5,000 
Tools purchased (increase)................ 2,000 
MRS ca cdaueeumnchiadamaa $3,000 3,000 
Net assets increased (b)......... $83,000 
Working capital Net increase Section 3 
Liabilities decreased 
Accounts payable............ ae $25,000 
PN isa ba ed sibathe ti hale erate 20,000 
PN Ns ois. dns pcu nen d hank decease ue 20,000 
Net assets increased............... $65,000 
Assets increased 
Rasemhs GIVER. 6 5 6 66 oc idivewedicn $2,000 
Ry GRU 6x 46 Go 5s o'er 0a e Sela 300 
Te TNO ae... cre edweeae $1,700 
it MII, 6's ss lc cde cman see 2,500 
Cop GN NEES 6 0 h0 cc ckbscacseeute KEES 1,500 
$5,700 5,700 
eS eS ks ici geeks ds eee $70,700 70,700 
Assets decreased 
SN EE ess og 6d cies euler ou has ae ee $3,200 
PRINS 6 bontkncecwcaniavhnadankns 2,000 
RING ok oi es ncdcanedsen ke $5,200 5,200 
Net assets increased (c).......... $65,500 
Miscellaneous accounts Decreased Section 4 
Assets decreased 
PUN CONIINIIIIE 55.5. o.5 oeecscacceuicce $2,000 
Investment in stocks (sold)............... 25,000 
NN oo sours Sick «ose Giga ken $27,000 
Liabilities increased 
Bonds payable Assets decreased......... 100,000 
$127,000 
Assets increased 
Discount on bonds capitalized............ 2,000 
Net assets decreased (d)...... men $125,000 
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Recapitulation Section 5 

Net assets increased 

Deferred charges Sec. 1 (a) above....... $450 

Fixed assets a. ia Arpey 83,000 

Working capital os ° |S daeeeneerre 65,500 

Net assets decreased....................0-- $148,950 

Miscellaneous accts. Sec. 4 (d) above..... 125,000 

Net increase of net assets (e)...... $23,950 


The preceding statement B handles the balance-sheet items in group ac- 
counts on the principle of assets being increased and decreased in themselves, 
and as being increased by the decrease in liabilities, and decreased by the in- 
crease in liabilities. The net increase shown under “recapitulation,’”’ by cor- 
responding in amount with item (i) in statement A illustrates the balancing 
feature of these two statements. 

Regarding Mr. Esquerré’s solution, I cannot understand how a net increase of 
corporate wealth is shown as $18,250, when as herein shown in statement A, 
the net assets 


Ee Pr $163,550 
and at Dec. 31, 1919, they were............... 139,600 
oS idan. uk + are hana Gia Me $23,950 


In conclusion, statement C which here follows, combines items from pre- 
ceding statements in a way that shows how the net profits were applied to the 
increases of net assets as well as the true reserves. In statements made for 
analysis of such conditions as the problem offers, it is submitted that more in- 
— subject to proof may be obtained from such forms as are herein 
offered. 

It is shown below that the $4,000 item transferred from surplus must have 
increased a prior reserve as an appropriation of surplus, and that the $30,000 
for appreciation of land is shown as a special account as items of this kind should 
not be carried among items available for dividend. 

Statement C 


Analysis of surplus made to show disposition of net profit 


Balance of surplus at December 31, 1919........ $23,600 
Net profits from operations.................... $8,950 
Profit from appraisal of land................... 30,000 

WE Oe I IE Twa 5.5 5 i cect iscess $38,950 
Applied to payment of dividends............... 15,000 

Balance retained in business which resulted 

PIG, wae réGescccscdeceses $23,950 23,950 
Memo: 


The items which resulted in increasing sur- 
plus as above, and also in a corresponding 
net increase in net assets, by their retention 
in the business, were the fo a 


Deferred cha increased (Item (a 


ce hd a a Sf Gis bi ae bai $450 
ixed assets increased (Item (b) state- 
ee won huaead dae s 83,000 


Working capital increased (Item (c) 
IE co 6s 0; 0. oo 6d dy ecko 65,500 
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Miscellaneous accounts decreased 








(Item (d) statement B)........... 125,000 
Net increase of net assets through (Item (i) st. A) 
profits retained in business......... $23,950 23,950 (Item (e) st. B) 
To be further accounted for $47,550 
Transferred to a ‘“‘reserve for construction” ac- 
pe le PC ee ee te eee ei ee $4,000 
Transferred to a ‘‘surplus from appraisal” account 30,000 $34,000 
Balance of surplus available for dividends... . $13.550 


(It is not here intended to mean that items under 
‘‘memo”’ would be shown in surplus account in the 
ks. 


Proof in explanation of final balances of proprietary accounts 
Balance ‘reserve for construction’’ before 





making above transfer to this account... $16,000 
Add amount transferred from surplus as 
GS ao hs scence tks aseenee estes 4,000 
Closing balance of this account.......... $20,000 
New account for ‘‘surplus from appraisal’’.. . 30,000 
Balance of surplus available for dividends— 
RS ey Genet yah essa > eer 13,550 
Total surplus and true reserves......... $63,550 
Add capital stock account............. 100,000 


Invested capital 12/31/20 or net assets per 
CUEING UR -s 060.006505<60805000000—n $163,550 


It is not intended to be hypercritical in the foregoing; but simply to accept 
the invitation offered in the very interesting article by Mr. Esquerré, to discuss 
the question in the interest of the “truth and sacredness” of ‘our beloved the- 
ory of accounting.”’ I trust that all criticisms herein contained may be accepted 
in the same kindly spirit with which they are written. 

C. E, FREEMAN. 

Indianapolis, Indiana. 


Editor, Students’ Department: 


The enclosed form of “statement of resources and their application’’ [see 
page 313] is submitted in accordance with the invitation included in your 
article appearing in the June, 1925, JouRNAL. 

I have used the problem which has been the subject under discussion in your 
section of recent issues of the JOURNAL. 

The reserve for bad debts I have deducted from accounts receivable, on the 
assumption that it was provided to meet anticipated losses. 

The charge to reserve for depreciation for the difference between cost of and 
amount realized for machinery sold, I have assumed represents the amount of 
accruals on the particular machinery disposed of. ; : 

I do not know what the examiners had in mind when submitting this and 
similar problems. But it seems reasonable to assume that more was expected 
than a statement of funds obtained during a stated period, the sources from 
which derived, and their =. 

The annexed statement has been prepared on the theory that “resources” 
and “funds” are not synonymous terms. _I believe “resources” may be said to 
include investments in physical assets and other long term investments as well 
as working capital. If this is a sound theory then the shareholders’ equity 
would seem to be the net resources of the business. 
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The resources then would not only be affected by new funds coming into the 
business, and their application, but by the so-called book transactions recorded 
during the period to reflect the increases and decreases in the investments due 
to ener appreciation and other accruals not involving funds of the 

riod. 

7 make no claim that the statement herewith submitted is complete without 
being supplemented with a schedule of working capital. With the facts given 
by the examiners in connection with the caaiion and a schedule of working 
capital, I believe the average business executive could readily comprehend a 
statement prepared in form something like the attached. 

Owing to lack of uniformity in accounting terminology, it will, in my opinion, 
require considerable effort before a standard form of a ‘“‘statement of resources 
and their application” is generally adopted. 

Yours very truly, 
Guy BARTLEY. 

Washington, D. C. 
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